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General Observations 


The level of economic activity in Canada rose 

further in 1979, the fourth year in a row of 
expanding employment and output. The num- 
ber of Canadians with jobs rose by a full 4 per 
cent and the quantity of goods and services 
produced by about 3 per cent. Although the 
current account balance in our international 
payments remained in substantial deficit there 
were encouraging signs that the marked im- 
provement in Canada’s international competi- 
tive position in recent years was strengthening 
our external payments position. At the same 
time strong inflationary pressures re-emerged 
on the Canadian economic scene, and there 
was an upturn in Canada’s previously declining 
inflation rate. 

In part the increased upward pressure on prices 
and costs in Canada reflected external devel- 
opments, notably the fresh upsurge of inflation 
in the United States where the current cyclical 
expansion was nearing its peak. In the circum- 
stances little insulation from these external price 
pressures was provided by the movement of 
the exchange rate, and there was indeed a 
serious risk that the spillover of inflation into 
Canada from abroad would be magnified by 
a further decline in the external value of the 
Canadian dollar. At the same time there was 
evidence that demand pressures within the do- 
mestic economy were also giving substantial 
impetus to inflation in Canada. Many of our 





goods producing industries were producing 
about as much as they could with their existing 
plant, equipment and skilled manpower, and 
they could have sold considerably larger quan- 
tities of goods had they been able to supply 
them. Both the trend of our prices and costs 
and our foreign trade performance in 1979 
were symptomatic of an economy nearing full 
stretch. 


Monetary Policy 

Canadian monetary policy faced a challenging 
task in 1979 in seeking to contain this resurg- 
ence of inflationary pressures. That policy con- 
tinued to be directed towards restraining the 
growth of the money supply in accordance with 
the Bank’s monetary targets and, within that 
framework, seeking interest rate relationships 
between Canada and the United States that did 
not contribute to an acceleration of inflation 
in Canada through a further substantial decline 
in the external value of the Canadian dollar. 
In recent years the Bank has been giving par- 
ticular emphasis to bringing about a gradual 
slowing in the trend rate of domestic monetary 
growth with the primary focus on the money 
supply defined in terms of currency and char- 
tered bank demand deposits, or M1. The Bank’s 
experience to date in pursuing M1 targets is 
reviewed in a later section of this Report. The 
gradual slowing of the growth of the money 
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supply is of course a means to an end rather 
than an end in itself. The basic goal is to bring 
about a decline in the rate of inflation and 
thereby to establish the basis for a stable and 
prosperous Canadian economy. 

Within this general policy framework the Bank 
continues to have regard in its operations to 
any near-term developments on the economic 
and financial scene that may pose a direct 
threat to Canada’s cost and price performance. 
The Bank sees no inherent conflict between 
doing this and pursuing at the same time a 
trend rate of growth of M1 consistent with grad- 
ually receding inflation. The experience of the 
past year shows how the Bank can blend its 
attention to the underlying trend of M1 with 
regard for other considerations. 

After a pause early in the year the growth of 
M1 was strong throughout most of 1979 in spite 
of continuing increases in interest rates. This 
suggested that total money expenditure in the 
economy was rising strongly. It was accom- 
panied by sharp increases in the public’s de- 
mand for credit both from banks and from other 
sources, and by unusually steep rates of ex- 
pansion of those monetary aggregates with a 
broader coverage than M1. 

This strength in the demand for money and 
credit was accompanied by other signs that the 
Bank took account of in its conduct of monetary 
policy during 1979. Among these was evidence 
that in many areas the Canadian economy had 
come to operate rather close to the limits of 
its available resources. This evidence is pre- 
sented in the next section of the Report. The 
Canadian economy appeared in fact to have 
reached virtually full capacity over a broad 
range of industries despite the fact that its rate 
of growth in recent years has been below what 
used to be widely regarded as the sustainable 
rate of economic growth in Canada. That sit- 
uation within the domestic economy was gen- 
erating direct upward pressures on costs and 
prices. 

There was also reason to believe that infla- 


tionary psychology - that is, expectations of 
more rapid inflation in the future - was again 
on the rise in Canada. What was happening to 
the rate of inflation in other countries, partic- 
ularly in the United States, was disturbing. As 
the year progressed it became increasingly ap- 
parent that speculative pressures were building 
up in world commodity markets, reflecting a 
widespread erosion of confidence in the future 
value of money. 

In those areas of our international trade where 
a reasonably prompt reaction was possible size- 
able gains were being made (as described in 
the third section of this Report) in the wake of 
the great improvement in our international 
competitive position brought about by the de- 
preciation of the exchange rate and the more 
moderate trend of domestic cost increases after 
1976. But it also appeared that in many areas 
the gains were being limited by the existing 
capacity to produce those goods in demand at 
home and abroad. For the time being, therefore, 
further substantial improvement in our inter- 
national trade balance depended to an impor- 
tant extent upon Canadian suppliers adding 
needed capacity. 

This is the background to the specific actions 
that the Bank of Canada took in the late sum- 
mer and autumn of 1979 to raise the level of 
short-term interest rates in Canada. The Bank 
Rate had been increased very early in 1979, 
and during the first half of 1979 interest rates 
in Canada tended to fluctuate around the levels 
then established. From the middle of the year 
U.S. interest rates began to move up sharply 
under the impact of mounting inflationary pres- 
sures in that country and a shift of monetary 
policy towards greater restraint. In view of the 
economic and financial conditions that existed 
in Canada the Bank concluded that further in- 
creases in interest rates in this country were 
needed. Given the forces at work in our bal- 
ance of payments there appeared to be little 
to be gained by allowing monetary conditions 
to develop which would cause a further size- 


able depreciation of the Canadian dollar. With 
inflation already showing clear signs of inten- 
sifying, further direct upward pressure on Can- 
adian prices and costs through exchange de- 
preciation would exacerbate rather than ease 
Canada’s economic problems. The resulting 
upward adjustment of short-term interest rates 
in Canada was not, however, as great as the 
corresponding increase in the United States. 
Whereas short-term interest rates in Canada are 
typically somewhat higher than in the United 
States, they have for many months not been 
significantly higher and have on occasion been 
lower. 

Interest rates have nevertheless risen very 
sharply in Canada. Such an abrupt movement 
is undesirable if it can responsibly be avoided 
for it is painfully disruptive to borrowers. It is 
also true that Canadian interest rates are at 
historically high levels, but these interest rates 
are in nominal terms. To arrive at the real cost 
of credit and the real return to savers these 
nominal interest rates must be adjusted to take 
account of the rate of decline in the value of 
money as the price level rises. It is nominal 
‘interest rates, not real interest rates, that are 
high by historical standards, and they are high 
because inflation is high. Nominal interest rates 
‘in the last decade have frequently been below 
the rate of inflation and thus have not provided 
a real return to savers. This has given a windfall 
gain to borrowers at the expense of those who 
provide the savings to be borrowed. Interest 
ates that provide a real return, as they now 
do, are historically normal and are necessary 
‘to achieve and sustain stability in the value of 
‘money. 





| 
| 
Prospects for Controlling Inflation 

| have referred to the resurgence of inflation 
and inflationary expectations in Canada in 1979. 
These developments are disappointing and nat- 
urally raise questions about Canada’s prospects 
in the fight against inflation. 

| An important point to make in this connection 


is that despite the setbacks of 1979 some pro- 
gress can be seen to have been made if the 
situation is viewed in perspective. The rate of 
inflation of Canadian costs and prices in 1979 
was appreciably less than at the previous cy- 
clical peak in economic activity in 1974. This 
progress was, moreover, achieved in the face 
of adverse influences over which Canadians 
had limited control. There was a large down- 
ward adjustment of the exchange value of the 
Canadian dollar beginning late in 1976 which 
was a belated adjustment for a higher rate of 
inflation in Canada than in the United States 
in earlier years. This added appreciably to prices 
and costs in Canada. The economy also had 
to absorb strains originating in shifts in the 
prices of food and energy relative to other 
prices together with the impact of sharply rising 
prices abroad for the goods we import and 
export. Nor should one lose sight of the fact 
that over most of the period from 1975 to 1979 
the Canadian economy was operating without 
a large margin to spare against an increase in 
domestic inflationary pressures. More recently 
the degree of slack that would give some as- 
surance that cost and price pressure in goods 
and labour markets would diminish has vir- 
tually disappeared. 

While the progress made to date in reducing 
inflation in Canada has been less than we in 
the Bank had hoped for, | do not consider this 
as indicating that the gradualist policy was 
wrong. The monetary policy followed was in- 
tentionally moderate because the Bank wanted 
to minimize the strains involved in adjusting 
to a less inflationary economy. A gradual ap- 
proach does leave open the possibility that un- 
foreseen events may for a time give rise to 
short-term movements away from rather than 
towards lower inflation. The fact that the supply 
capability of the economy grew as slowly as 
it did was a development of this kind. The 
important point is, however, that even in an 
economy that was operating not much below 
its Capacity and that was faced with severe and 
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unusual price disturbances a basic improve- 
ment did take place. Recent experience thus 
provides reasonable grounds for confidence that 
moderate policies aimed at curbing inflation 
can succeed. The policy of lowering the rate 
of monetary expansion gradually has been, and 
will continue to be, followed with persistence. 

One reason sometimes offered for pessimism 
about the prospects for reducing inflation in 
today’s world is that countries are increasingly 
subject to ‘‘price shocks’’. The one most com- 
monly referred to is the price of oil. Devel- 
opments of this kind are clearly disturbing but 
their accommodation calls for shifts in relative 
prices rather than a continuing increase in the 
over-all price level. Shifts in relative prices can 
and should be accommodated without any last- 
ing impact on the over-all rate of inflation; 
what is required is that the prices of goods and 
services that are not in short supply rise more 
slowly than the prices of those that are. Such 
changes in relative prices change the distri- 
bution of income and of purchasing power 
within an economy or internationally but they 
cannot be avoided by tolerating a general in- 
crease in the rate of inflation. The more an 
economy is exposed to price shocks the more 
it has need of effective defences against gen- 
eralized inflation. 

Another ground offered for pessimism about 
the ability of our society and others like it to 
achieve any sustained reduction in the rate of 
inflation is that the economic costs involved 
would prove unacceptably high. This argument 
implies that good rates of growth of output and 
employment and a sound external payments 
position are readily attainable if our societies 
are tolerant of inflation - a proposition that 
virtually nobody will now argue openly be- 
cause it is so discredited by the events of the 
1970s. During the last ten years much the best 
record of over-all economic performance was 
realized by those countries that showed the 
greatest determination in resisting inflation. 

It is interesting to note in this connection that 


some countries have been able to do much 
better in controlling inflation than the countries 
with which they trade; this illustrates that a 
country’s progress in resisting inflation is not 
dependent on that of its trading partners. Dif- 
fering rates of inflation have been accommo- 
dated by movements in exchange rates, with 
the lower rates of increase in costs of produc- 
tion in those countries that have resisted infla- 
tion most successfully being accompanied by 
appreciations of the foreign exchange values 
of their currencies. Because of the lesser in- 
creases in their costs of production the coun- 
tries whose currencies have appreciated in for- 
eign exchange markets have remained 
competitive in their external trade. 

That the case for pursuing good economic 
performance by resisting inflation is not more 
widely accepted and supported is probably due 
mainly to the awkward economic fact that in 
the short run anti-inflationary policies tend to 
restrain output more than prices. This is what 
has been observed, it is what short-term econ- 
omic forecasts tend to show, and it is widely 
known. The fact that over a longer time horizon 
the economy will perform much better in a 
non-inflationary climate is much more impor- 
tant but much less widely appreciated. 

These are some of the reasons why expecta- 
tions of high future inflation are as firmly rooted 
as they are in our society. These expectations 
of high inflation now constitute the central ele- 
ment of the inflation problem. The stronger they 
are the more difficult the reduction of inflation 
becomes because people resist more strongly 
any moderation of wage and price increases 
from which they feel they would benefit. If 
strong expectations of inflation persist in an 
economic environment otherwise conducive to 
a better price performance they cause output 
and employment to be restrained more than 
would otherwise be the case. Thus the transi- 
tion to a declining rate of inflation is much 
easier if the economic participants have con- 
fidence that the policies being followed will 





succeed. How can they be given that confi- 
dence? 

The firm commitment of the Bank of Canada 
to persist with a gradual reduction over time 
‘in the rate of monetary expansion is intended 
both to encourage and to justify confidence in 
declining inflation in the years ahead. The latest 
stage in this process was a reduction of the 
Bank’s targets for M1 growth to the range of 
5 to 9 per cent measured from the second 
quarter of 1979. It is an orientation of monetary 
policy that should not be taken lightly; if Can- 
-adians effectively resist a gradual reduction in 
the size of price and income increases they 
will force a reduction in the growth of em- 
ployment and output. 

There is no doubt that persistence in a mone- 
tary policy designed to bring about a progres- 
sive reduction in the rate of monetary expan- 
sion can in time achieve stability in the value 
of money, but such a policy cannot of itself 
assure good performance of the economy in 
other respects. How prosperous and dynamic 
‘the economy will be will depend upon how 
‘the resources that it has are used. 

_ Most Canadians want the economy to generate 
high employment with rising real incomes, and 
to have that kind of economy it is necessary 
that there be a sustained and fairly rapid growth 
in the stock of physical capital, that is, in plant, 
-machinery and equipment. In our society most 
'of that investment is made at private initiative, 
and it will not be made unless the economic 
| environment encourages it. 

_ An element of public financial policy that has 
a great influence over time on the willing- 
/ness and ability of the community to invest In 
| productive plant and equipment is fiscal policy. 
|The scale of such investment is much affected 
| both by tax policy and by the borrowing re- 
| quirements of governments. The former is ob- 
vious but the latter is not. Large fiscal deficits 
undertaken to transfer income to individuals, 
-and thereby to increase consumption, at times 
|when the economy would otherwise be sub- 











stantially under-employed will encourage in- 
vestment in business plant and equipment. But 
if large fiscal deficits are continued when the 
economy has little more effective capacity to 
increase output they will discourage such in- 
vestment. The restraint on investment is felt 
through various channels. One of them is that 
the fiscal deficits absorb savings that could 
otherwise be channelled by financial markets 
into financing the expansion of plant and 
equipment. This can militate against the in- 
creases in productivity and income that capital 
formation makes possible. 

There is also an international aspect to the 
matter. A country’s international balance of 
payments is two-sided; the balance on current 
account must be matched by an equal and 
opposite balance on capital account. If we in 
Canada want to reduce our international deficit 
on current account and thus our use of foreign 
savings we shall have to pay careful attention 
to the rate at which domestic savings are being 
absorbed by the fiscal deficits of our govern- 
ments. 

Canada’s human and physical resources are 
very great. They provide us with the means of 
achieving sustained prosperity but they do not 
guarantee it. It is, | am pleased to note, being 
increasingly recognized that the best way to 
realize our potential is to restore confidence 
in the value of our money and to provide the 
room and the incentive for high investment out 
of domestic saving. The benefits of this ap- 
proach will not be immediately dramatic but 
they will mount up steadily over time. It is the 
best way to ensure a strong economy in the 
years ahead. 


While this Report was being completed inter- 
est rates in the United States again rose sharply. 
Expectations about the prospects for bringing 
inflation under early control in that country 
have been adversely affected by a number of 


9 





events, including the sharp rise in oil prices, 
the high rate of other price increases and in- 
ternational political developments. A large in- 
crease in bond yields has occurred in U.S. 
financial markets and has spilled over into Can- 
ada, giving rise to nearly as large an increase 
in bond yields here. Money market interest 
rates have moved sharply up in the United 
States to levels higher than those in Canada, 
where rates have remained relatively stable in 
recent months. The prime lending rates of banks 
have risen to as high as 163/4 per cent in the 
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United States while in Canada they have re- 
mained at 15 per cent, the level attained last 
October. The Canadian dollar was relatively | 
strong in the exchange market in February be- 
cause of inflows of funds that appear to be 
related in considerable part to Canada’s energy 
prospects. 

Recent international events show how vul- 
nerable the world economy is to an increase 
in inflationary pressures and underline the 
need for resolution in resisting inflation here in 
Canada. 
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Output, Capacity and Inflation 


Since the trough of the recession in early 1975 
total nominal spending in the Canadian econ- 
‘omy has grown at a substantial pace. The rate 
at which the physical volume of output has 
expanded, however, has been lower on average 


| 
| 


than has been typical of previous cyclical up- 
/swings. Constraints relating to supply condi- 
tions, which now seem to be limiting our scope 
'for matching average postwar rates of increase 
in output, have played a greater role in this 
/outcome than is commonly supposed. Impor- 
‘tant sectors of the Canadian economy, partic- 
ularly those whose competitiveness improved 
as a result of the depreciation of the Canadian 
dollar in 1977 and 1978, have been operating 
recently at virtually full stretch. This situation 
contributed to some reversal of the substantial 
/progress made between 1975 and early 1978 
in reducing the inflation of Canadian costs and 
prices. 





























Growth of Output 

| The pick-up in economic activity following 
‘the 1974-75 recession was initially rather un- 
‘even. Between mid-1975 and mid-1976 Gross 
National Expenditure (GNE) in volume terms 
grew very rapidly indeed, at a rate in excess 
of 61/2 per cent, with most of the stimulus 





arising from domestic sources. Under the influ- 
ence of government programs, housing starts 
rose to historically high rates while the volume 
of consumer expenditures, many of them re- 
lated to housing, also went up rapidly. During 
the four quarters from mid-1976 to mid-1977 
the economy’s advance slowed and GNE in vol- 
ume terms grew by 14/2 per cent as housing 
starts fell and consumption expenditures lev- 
elled off. It was only after mid-1977 that more 
substantial growth resumed, but with the pri- 
mary impetus arising from external rather than 
domestic sources. The growing strength in the 
U.S. economy had earlier begun to have an 
influence on the volume of Canadian exports, 
and to this was added the impact on exports 
and imports of the substantial recovery in Can- 
ada’s international competitive position that 
occurred in 1977 and 1978. The stimulative 
effect of these developments on demand was 
particularly marked in the manufacturing sec- 
tor. Between mid-1977 and the end of 1978 
the volume of manufacturing output grew at an 
annual rate of about 8 per cent whereas GNE 
in volume terms grew at less than half this rate. 
Demand pressures on many of the Canadian 
industries whose production is exported or 
which compete with imports continued to be 
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in strong evidence in 1979 as well. Under the 
influence of improved profits and significant 
Capacity constraints, business investment picked 
up sharply in the second half of 1978 and grew 
at about a 10 per cent rate in 1979 as a whole, 
or considerably more rapidly than total output; 
in volume terms GNE in 1979 was 3 per cent 
higher than in 1978. 
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Capacity Constraints 

Although the growth of output from the most 
recent cyclical trough in 1975 through to 1979 
was not high by historical standards, important 
parts of the economy were by 1979 being sub- 
stantially constrained in their capacity to meet 
demand efficiently. That this is not more widely 
recognized is due in part to the fact that some 


widely used summary measures of operating 
limits for the total economy can easily be mis- 
interpreted, particularly when important shifts 
-in demand are taking place. A more detailed 
analysis is required to obtain a clear picture 
of what the situation was. 

Tightened conditions in manufacturing have 
been apparent for well over a year, with the 
level of capacity utilization recorded since the 
middle of 1978 remaining well above the av- 
erage of the last eighteen years. Moreover, high 
operating rates were widespread among the 
different manufacturing sectors. For example, 
the industries producing food and beverages, 
knitted products, textiles, paper and allied 
/products, and fabricated metals all recorded 
utilization rates at or close to peak levels in 
1979. More direct investigation confirms that 























these industries and many others were com- 
monly producing at levels which were stretch- 
ing the practical limits of their available plant 
and equipment. 

There were a number of manufacturing in- 
dustries where capacity utilization measures 
pointed to some slack in 1979. In most cases, 
however, it is apparent that special factors re- 
duced the usefulness of these indicators. The 
recorded capacity utilization rate for the chem- 
ical industry was biased downward by recent 
major additions to the capital stock that were 
not fully on-line. In the fish and meat proces- 
sing industries, conversely, capital was avail- 
able but could not be used fully because of 
shortages of raw materials for processing. As 
for the primary metals industry, there were sup- 
ply problems with respect to steel; some 
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domestic customers were put on allocation as 
early as the second quarter of 1978. Finally, 
and most importantly, the weakening of output 
relative to capacity in the transportation equip- 
ment sector reflects abrupt changes in the pat- 
tern of automobile demand. In the face of OPEC 
price increases and growing insecurity of oil 
supply, the U.S. demand for new cars declined 
and shifted markedly towards smaller vehicles. 
The Canadian automobile industry, whose fa- 
cilities have mainly been oriented to producing 
larger cars, was particularly affected by these 
developments. Subject to what was an effective 
if not a measured capacity constraint, output 
fell sharply. For manufacturing other than the 
production of transportation equipment the rate 
of capacity utilization was both much higher 
than average and rising in 1979. 

Among the other main goods producing sec- 
tors of the Canadian economy, only construc- 
tion has in fact been operating well below 
capacity. While the energy sector may also 
seem to have been characterized by similarly 
low operating rates in recent years, aS a prac- 
tical matter this impression is misleading. As 
in the case of chemicals, recent investment in 
energy producing activities has been dominated 
by a number of large projects which in many 
cases have not yet become fully productive. 
The fact that such investments are nevertheless 
included in the available estimates of the phys- 
ical capital stock exerts at the present time a 
substantial downward bias to measured capa- 
city utilization figures in the energy sector. As 
for mining, while strikes in both 1978 and 1979 
artificially depressed output, by the second half 
of 1979 the underlying strength in this sector 
was becoming increasingly obvious. 

What a review by industry reveals is that in 
1979 a great many Canadian goods producing 
industries were operating without much effec- 
tive capacity to spare. Demand was generally 
high, particularly in those areas oriented to 
exports or which competed with imports. In 
some industries output was held back by 
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bottlenecks related to a lack of materials. In 


other areas where there was considerable un-| 
used capacity to produce, such as in construc- 
tion and in the manufacture of large cars, re-| 
sources could not be shifted quickly to supply 
the kinds of goods that were in demand at! 


home and abroad. 


Statistics on labour markets pose similar prob- | 
lems of interpretation. It has been apparent for | 
some time that the level of the over-all un- | 


employment rate is also an unreliable guide to 
the extent of unused capacity in Canada and 
the possibility for further output growth. There 


are major differences in the degree of labour | 
but there is 
considerable evidence that the over-all unem-_ 
ployment rate for Canada has since the early | 
1970s been subject to both demographic and 


market tightness across regions, 


policy influences which have raised its meas- 
ured level relative to any realistic perception 
of ease or tightness in the economy as a whole. 
Various studies have underlined the importance 
of the recent very rapid rise in the proportion 


of the total workforce made up of adult women — 


and young people, whose relative lack of ex- 


perience often contributes to higher job turn-— 


over and longer periods of unemployment. As 
for the influence of policy, revisions to un- 
employment insurance legislation in 1971 re- 
duced the effective costs of being unemployed, 
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resulting in longer average periods for job 


search, 
force, and a greater reluctance on the part of 
employers to retaining on a permanent basis 
employees whose work was highly seasonal. 
Accordingly, the range of measured unemploy- 
ment which the economy cannot avoid without 
intensifying inflationary pressures is now sub- 
stantially higher than it was in the 1950s and 
1960s. To achieve lower measured rates of 
unemployment on a sustainable basis calls for 
policies that address these structural develop- 
ments or imbalances directly. 

Other labour market indicators reveal a pic- 
ture that differs importantly from that portrayed 


increased participation in the work- 
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by the over-all unemployment rate as conven- 
tionally measured. The unemployment rate for 
adult males did rise as high as 5.4 per cent in 
mid-1978 but, unlike the over-all rate, re- 
mained appreciably below its postwar peak, 
even though it too was likely pushed up by the 
policy influence discussed above. During 1979, 
moreover, this rate has registered a substantial 
decline. A similar impression of growing tight- 
ness in labour markets is given by the em- 
ployment ratio, which measures the proportion 
of the working age population having jobs. This 





proportion declined moderately between mid- 
1975 and early 1978, but over the more recent 
period it has risen dramatically as employers 
have greatly expanded their workforces. Recent 
increases in the level of the help wanted index, 
along with numerous reports of shortages of 
skilled workers, give further indication that the 
labour market was under increased pressure. 
An important aspect of the economy’s reduced 
ability to increase output has been the recent 
performance of productivity. Productivity growth 
seems to have been slowing in the 1970s, par- 
ticularly in the latter part of the decade. The 
causes of the productivity slowdown, which is 
not limited to Canada but has also been ap- 
parent in most other major industrial nations, 
are not easy to isolate. Reductions in the quan- 
tities of readily available natural resources, a 
relative weakness in investment other than in 
energy, an accelerated obsolescence of plant 
and equipment caused by rapid rises in energy 
prices since 1973, and the change in the com- 
position of the workforce, have all been sug- 
gested by investigators in Canada as possible 
contributing elements. In any event, the per- 
sistent nature of the slowdown indicates that 
it is more than a cyclical phenomenon. 


Costs and Prices 

From 1974 into 1978 there was an appreciable 
diminution of inflation. The deflator for Gross 
National Expenditure, which had reached an 
annual rate of growth of well over 15 per cent, 
increased by less than 7 per cent in the second 
half of 1977. The Consumer Price Index also 
demonstrated a substantial though more mod- 
erate deceleration over the same period, while 
increases under new wage settlements slowed 
steadily. Whereas in 1975 newly negotiated 
wage settlements without cost of living adjust- 
ment (COLA) clauses commonly gave average 
annual percentage increases of over 20 per cent 
per annum, by late 1977 they had declined to 
the 7-8 per cent range. While there can be 
little doubt that this improvement in Canada’s 
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inflationary performance was helped by the in- 
fluence of the Anti-Inflation Board, the evi- 
dence in Canada and in other countries indi- 
cates that it is unlikely that any such success 
would have been achieved had there not been 
an appropriately competitive climate existing 
in the Canadian economy at that time. It is 
noteworthy that the reduction in inflation ob- 
served during 1977 occurred despite a large 
depreciation of the Canadian dollar during the 
year, the effects of which were to raise directly 
and significantly the Canadian dollar price of 
many imported and exported goods. 

Since the middle of 1978 there has been ac- 
cumulating evidence of a resurgence of infla- 
tionary pressures. From about 61/2 per cent an- 
nually in the first half of 1978, the rise in the 
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GNE deflator went up to about 10 per cent in 
the second half of 1979. Inflation measured by 
the Consumer Price Index failed to slow from 
the high rate associated with the earlier rapid 
acceleration of food prices. Indeed, consumer 
prices other than food rose considerably faster 
through 1979 despite a relatively slower up- 
ward adjustment of domestic energy prices, 
while wage settlements (without COLA clauses) 
in the commercial sector of the economy also 
moved up into the 10 per cent range in the 
second half of last year. For the non-commer- 
cial sector the pick-up in wage increases was 
less pronounced. 

These recent developments reflect in part the 
impact of external inflationary forces which 
were transmitted to Canada in the absence of 
offsetting strength in the external value of the 
Canadian dollar. The prices of both Canadian 
exports and imports rose extremely rapidly in 
both 1978 and 1979. Although these devel- 
opments in 1978 were heavily influenced by 
the 7 per cent decline in the value of the 
Canadian dollar over the year, in 1979 the 
primary impetus came from the very rapid rate 
of growth of prices in the United States and 
overseas. These external developments had a 
substantial effect on measured inflation in Can- 
ada. Their impact has been exacerbated by the 
recent behaviour of food prices in North Amer- 
ica. With beef supplies at a cyclically low point 
and severe weather conditions influencing many 
crops, food prices in Canada rose in both 1978 
and 1979 at rates substantially in excess of 
other domestic prices. Domestic energy prices 
on the other hand rose at about the same rate 
as the Consumer Price Index. 

The recent resurgence of inflationary pressures 
in Canada has also, however, been fuelled by 
domestic influences. As described above, the 
Canadian economy has over the last year or 
so been producing at a rate which for important 
sectors of the economy has meant operating 
very close to full capacity. This environment 
has provided little incentive for workers, con- 
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cerned about living standards in the face of 
external price shocks, to moderate their wage 
demands, and rising wage settlements in turn 
have begun to have an impact on business 
costs and on prices. This effect has been com- 
pounded by the poor productivity performance. 
At the same time, given the high level of de- 
mand for its products, the business sector has 
in general been able to improve its profit mar- 
gins. In sum, the substantial degree of tightness 
in many sectors of the Canadian economy in 
1979 contributed directly to inflationary pres- 
sures and supplemented the effect of external 
influences. 

| The deterioration in our cost and price per- 








formance during the cyclical expansion of the 
last few quarters is disappointing but only par- 
tially erases the progress made in combatting 
inflation over the longer period measured from 
the peak in the last economic upturn. Whereas 
the GNeE deflator reached a maximum rate of 
growth of over 15 per cent per annum in 1974, 
the comparable figure in 1979 was approxi- 
mately 10 per cent. Furthermore, the rise in 
consumer prices is running appreciably below 
the rate reached in 1974. In each of the three 
previous periods of economic upswing inflation 
reached a successively higher peak, and by this 
standard the degree of deceleration achieved 
is the more significant. 
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Canada’s Balance of International Payments 


One of the most important questions in recent 
years about Canada’s balance of international 
payments has been how the balance on current 
account would respond to the substantial im- 


_ provement that has taken place since 1976 in 


the competitive position of Canadian suppliers 


of goods and services in relation to foreign 


_ suppliers both in Canadian markets and abroad. 


Since 1976 there does not appear to have 
been much difference in the trends of costs of 





| production in Canada and the United States as 


| measured in their own currencies, and therefore 


the substantial depreciation of the Canadian 
dollar in terms of the U.S. dollar has greatly 
improved the position of Canadian suppliers 
relative to U.S. suppliers. The Canadian com- 


| petitive position has improved even more rel- 


_ative to suppliers from a number of important 


| trading nations overseas since there was also 


_a substantial depreciation of the U.S. dollar 
_ against their currencies. 

There is considerable evidence that Canada’s 
improved competitive position as an interna- 
tional supplier is, in fact, having a substantial 
effect on a wide part of our international trade. 
The impact on the total balance on current 
_account has, however, so far been largely offset 
by other influences, some of them transitory, 
and our underlying payments position is stronger 
than appears on the surface. This view is rein- 
forced by the present prospects for Canada’s 
_international trade in oil and gas. 

The improvement in 1979 in the balance on 
/merchandise trade would have been consid- 
| erably larger but for some developments of a 
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rather special nature. Canada’s net deficit on 
trade in automotive products with the United 
States grew from 1978 to 1979 by $2.5 billion 
to a level of $3 billion. This was due to a 
combination of a much weaker market for North 
American models in the United States than in 
Canada and a concentration of Canadian auto- 
mobile production in larger models for which 
demand in the United States was particularly 
weak. Also, the physical volume of wheat ex- 
ports was severely constrained by transporta- 
tion and handling difficulties although the effect 
on the value of wheat exports was more than 
offset by an increase in the price of wheat. In 
another area of our trade where the outturn is 
determined by special considerations, namely 
that of crude oil and natural gas, the value of 
Canada’s net exports increased from $0.3 bil- 
lion in 1978 to $1 billion in 1979. The balance 
of Canada’s international trade in other goods 
improved substantially in 1979, continuing a 
trend evident since 1975. For this trade, which 
comprised over two thirds of Canada’s total 
trade in goods, there was an increase in the 
net surplus from 1978 to 1979 of over $2 bil- 
lion to a level of $3.7 billion. 

The physical volume of exports of goods other 
than automobiles and parts to the United States, 
wheat and oil and gas rose by 10 per cent in 
the year, nearly the same gain as in 1978 and 
twice that of 1977. The expansion was paced 
by shipments of highly manufactured goods, 
one of the more price-sensitive components of 
exports, which rose by over 20 per cent in 
each of the last two years. This was achieved 
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in the face of some slowing in the pace of real 
growth in the United States, by far our largest 
market. 

The competitive position of Canadian industry 
in many areas of trade would have allowed our 
real trade balance to be stronger than it was 
in 1979 if the output of many suppliers had 
not been constrained by productive capacity. 
Indeed, the emergence of high levels of ca- 
pacity utilization in Canada during the past 
year or so was in part a manifestation of the 
response of Canadian industry to its enhanced 
international competitiveness. Limitations on 
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production capacity and improved profits 
spurred a marked pick-up in business invest- 
ment which will increase the scope for the 
rechannelling of trade flows in favour of Can- 
ada in the longer run. However, increased out- 
lays on machinery and equipment worsened 
the trade balance in 1978 and 1979 because 
such outlays have a high import content. At 
the same time imports of industrial materials 
rose by more than might have been expected 
in the light of general economic conditions. In 
both these areas high levels of capacity util- 
ization in various domestic industries, notably 


machinery and primary iron and steel, forced 
an increasing reliance on imports. The volume 
of imports of machinery, equipment and _in- 
dustrial materials rose more than by 15 per 
cent in 1979 while imports of other goods, 
comprising over half the total, increased by just 
2 per cent. 

The surge in imports of investment and _ in- 
dustrial goods held the real balance of trade 
in 1979 in goods other than automotive prod- 


ucts with the United States, wheat and oil and 
gas to much the same level as in 1978. The 
sharp rise in the value of the net surplus on 
this trade was mainly the result of a greater 
increase in the prices of Canada’s exports than 
in the prices of its imports. This improvement 
in our merchandise terms of trade largely re- 
flected upward pressures in world commodity 
markets. Since Canada is a net exporter of raw 
materials and a net importer of manufactured 
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goods, an increase in world prices for primary 
commodities relative to manufactured goods 
strengthens our trade balance. 

Trade in services has also responded to the 
gain in competitiveness. The deficit on the travel 
account decreased markedly in 1979. Canadian 
expenditures on travel abroad declined, in sharp 
contrast to the rapid growth of the previous 
several years, and receipts increased strongly 
for the second year in a row, particularly from 
visitors from countries other than the United 
States. The effect of the improvement in the 
travel account on the over-all balance on serv- 
ices and transfers was, however, more than 
offset by an increase in the deficit on interest 
and dividends. The continued widening of the 
latter deficit was due mainly to the growth of 
Canada’s foreign-held debt, the counterpart of 
the large current account deficits of recent years. 
Since most of this debt is denominated in for- 
eign currencies, the depreciation of the Can- 
adian dollar has contributed to the increase in in- 
terest payments expressed in Canadian dollars. 

Although the net inflow of long-term capital 
into Canada in 1979 was of much the same 
order of magnitude as in the previous year there 
were significant changes in its composition. The 
net outflow resulting from direct investment 
transactions moderated substantially from its 
unprecedented level in 1978, but the inflow 
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from borrowing by the Government of Canada 
in foreign capital markets decreased apprecia- 
bly. Gross provincial, municipal and corporate 
financing in bond markets abroad, which had 
fallen off dramatically from a very high level 
in 1976, was little changed in 1979. 
Short-term capital movements in the year re- 
sulted in the first substantial net inflow since 
1975. The margin of Canadian shorter term 
interest rates over yields on corresponding U.S. 
dollar instruments was at no time very large in 
1979, and in the latter part of the year it was 
on occasion negative, but there was an im- 
provement in attitudes of investors towards 
Canadian dollar assets. While assessments con- 
tinued to be tempered by concerns about Can- 
ada’s large current account deficit and domestic 
cost and price increases, the depreciation of 
the Canadian dollar that had taken place was 
widely viewed in the exchange market as hav- 
ing restored the international competitiveness 
of domestic industry. Attention also focussed 
on Canada’s favourable energy position com- 
pared with most industrial countries in a world 
of rapidly rising oil prices and uncertain sup- 
plies. In the event, the exchange value of the 
Canadian dollar in terms of the U.S. dollar was 
relatively steady most of the time in 1979 and 
was a little higher at the end of the year than 
it was at the beginning. 


In the course of 1975 the Bank of Canada 
began to give a good deal of weight in the 
conduct of monetary policy to the trend rate 
_of growth of a particular measure of the money 
'supply, namely, currency plus demand deposits 
_at chartered banks, a measure known as M1. 
'In the latter part of that year it announced a 
target range for M1 growth of not less than 10 
per cent a year but well below 15 per cent. 
| Since then the target range has been lowered 
on four occasions to its present level an- 
nounced in December 1979 of between 5 and 
9 per cent a year. 

| For practical purposes the Bank has come to 
regard these target ranges as establishing a tar- 
_get band of 2 per cent on either side of the 








Recent Experience with Monetary Targets 


centre of the target ranges. The target ranges, 
the related target bands, and the actual move- 
ment of M1 are shown in the accompanying 
chart. 

The reason that the Bank decided to give close 
attention to the trend of M1 was that it reached 
the conclusion from its analysis of past expe- 
rience that monetary policy would be improved 
by so doing. M1 was therefore given an im- 
portant place among the wide variety of finan- 
cial and economic indicators of the perform- 
ance of the economy that the Bank examines 
in the course of the conduct of its affairs. 

That there is a broad and important associa- 
tion between upswings and downswings in the 
pace of monetary expansion and in the growth 
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rate of total spending in the economy has of 
course long been recognized. The idea of using 
some notional limits for the growth rate of the 
money supply as a guide in conducting mone- 
tary policy is thus not a new one. But as a 
practical matter the possibility of realizing the 
potential advantages of pursuing monetary tar- 
gets had to wait on the progress of analytic 
work that would give a more precise under- 
standing of the relationship between the move- 
ments of particular monetary aggregates and 
those of national expenditure. The Bank’s con- 
clusion that it would be constructive to pay a 
good deal of attention to the trend of M1 fol- 
lowed on such work. 

The Bank has now done this for over four 
years. Looking back on the period it is the 
Bank’s judgement that the change in approach 
in 1975 has been justified by experience, and 
that monetary policy has been improved through 
the use of M1 targets. But it should be added 
immediately that as a guide for monetary policy 
the behaviour of M1 presents some problems 
in practice. The Bank has come to know more 
about these problems than it did four years ago 
and experience has confirmed that movements 
of M1 need to be interpreted with a good deal 
of care. 

The value of Mi —- or any other monetary 
aggregate - as a guide for the conduct of mone- 
tary policy depends very heavily on the con- 
fidence that one can have in the stability over 
time of its relationship to the growth rate of 
total money expenditure in the economy. While 
M1 growth has proven by and large to bear a 
fairly systematic relationship to the growth of 
spending in the economy if account is taken 
of changes in interest rates, that relationship 
is not always as close as one could wish. The 
observed looseness seems to be of two kinds. 

Some of the looseness is random in the sense 
that deviations occur for which no explanations 
are found even after the event. M1 growth is 
indeed subject continually to random short- 
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term fluctuations but these have rarely been 
either so large or so long lasting as to present 

a problem for policy. Occasionally, however, 
unexplained movements of this kind take longer 
to reverse themselves, causing M1 to diverge 
from its underlying trend for some months. That 
is One reason why targets for M1 continue to 
be expressed as a range between two growth 
rates rather than as a single target growth rate. 
The Bank has learned not to attach great sig- 
nificance to M1 movements over the course of 
a few weeks or even a few months. It is the 
trend of M1 over considerably longer periods 
that is of primary importance. 

The other kind of looseness arises from in- 
novations in banking practices. The nature of 
the various measures of the money supply in 
any society is shaped by the practices of its 
financial institutions, and changes in these 
practices affect the way the measures move. As 
long as the changes are relatively minor and 
do not result in sharp adjustments in the av- 
erage size of the money balances demanded 
by the public they give rise to no particular 
problem in interpreting the money supply 
series. But major changes in banking practices 
can cause a problem because it is rarely pos- 
sible to get a direct measure of their effects on 
the money supply statistics, and so it is difficult 
to know with any precision what allowance 
should be made for these effects in interpreting 
the behaviour of M1 and adjusting the target 
range from time to time. 

One relatively recent innovation in Canadian 
banking practices has been of consequence in 
this regard. In the course of 1976 and 1977 
there was a considerable acceleration for a 
while in the rate at which the banks’ larger 
customers took advantage of new facilities pro- 
vided by the banks to enable these customers 
to manage their affairs satisfactorily with lesser 
current account balances relative to their trans- 
actions than they had previously needed. This 
development appears to have contributed 
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significantly to the relatively low rate of growth 
of M1 during that period, a rate that understates 
the effective growth of m1 at that time. 

_ More recently the widespread offering by banks 
of personal savings accounts on which interest 
is calculated on a daily basis is providing an 
inducement to individuals to minimize the bal- 
ances that they hold in chequing accounts. It 
is still too early to be able to judge the extent 
‘to which the growth of daily interest savings 
accounts may be affecting the growth of de- 
‘mand deposit accounts and thus of M1, but so 
far the indications are that the effect is not 
large. 

_ Actual and potential shifts of this kind reduce 
the confidence that one can have in the stability 
of the relationship between M1, national ex- 
penditure and interest rates, and mean that one 
cannot put uncritical reliance on this measure 
of the money supply as a guide to monetary 
policy. But, provided M1 movements are inter- 
preted with care in the context of banking prac- 
tices, it seems likely that they will continue to 
be useful as a guide for monetary policy. 


if 


While continuing analysis of the behaviour of 
monetary aggregates underlines the need for 
Care in using M1 it has not indicated that mone- 
tary policy would be better if the Bank of Can- 
ada framed its monetary targets in terms of 
some broader aggregate. There are more diffi- 
cult problems in drawing information useful for 
the conduct of monetary policy from the broader 
aggregates. This is because there is more room 
in the Canadian financial system for the move- 
ment of the broader aggregates to be appre- 
ciably affected by factors other than the growth 
of national expenditure and changes in interest 
rates than there is in the case of M1. Shifts in 
the shares of business flowing through banks, 
other financial institutions and securities markets 
are constantly occurring and they sometimes 
give rise to major movements of the broader 
aggregates that are without significance for 
monetary policy. If one of the broad aggregates 
were used to set targets for monetary growth, it 
would be extremely difficult to adjust the targets 
in a way that would make adequate allowance 
for these recurring extraneous movements. 


29 





Bank of Canada Operations 





_ The Bank of Canada’s operations include those 
which it carries out as principal in the conduct 
of monetary policy and those which it carries 
out as fiscal agent for the Government of Can- 
ada. It is as agent for the Government that the 
‘Bank manages the public debt and operates in 
the foreign exchange market. 


Interest Rates and 

Cash Reserve Management 

_In 1979 the Bank’s operations in pursuit of 
its interest rate and money supply objectives 
were carried out in an unusually vigorous man- 
ner at times, and for a period they involved 
intervention in the long-term bond market on 
a large scale. Details of these operations by 
months appear in tables at the end of this sec- 
tion. 

The Bank Rate was raised from 103/4 per cent 
to 111/4 per cent effective January 4, 1979. 
During the first half of the year the Bank’s daily 
operations were designed to keep short-term 
interest rates within a range that was consistent 
with that Bank Rate. Expectations of an im- 
pending recession in the United States led on 
occasion to a strong tendency for long-term 
interest rates to decline, and the Bank resisted 
this tendency by selling in the market long- 
term Government of Canada bonds from its 
own portfolio. By early April it had sold about 
$1.1 billion of such bonds, and had replenished 
its own holdings by purchasing long-term bonds 
at the time of new Government of Canada is- 
sues and by a purchase of a special $300 mil- 
lion issue directly from the Government. The 
debt management operations of this period fea- 
tured very large tranches of long-term Govern- 
ment of Canada bonds which were sold to the 
oublic at the time of new issues. Including 
these new issues, the market absorbed a total 
of $2.7 billion long-term bonds in the first six 
months of 1979. 





The relative stability of interest rates in the 
first half of 1979 gave way to a sharp upward 
movement of rates in the United States and 
Canada in the second half of the year. Short- 
term rates rose in Canada from mid-summer to 
mid-autumn by about 3 per cent while long- 
term rates rose by about 11/2 per cent. The 
Bank Rate was increased from 1114/4 per cent 
to 11/4 per cent effective July 23, to 121/4 per 
cent effective September 10, to 13 per cent 
effective October 9 and to 14 per cent effective 
October 25. After each increase the day-to-day 
operations of the Bank were mainly directed 
towards encouraging stability of interest rates 
at the new level. 

The increase in interest rates during the latter 
part of this period produced complications for 
the annual Canada Savings Bond campaign and 
for other aspects of Government finance. Be- 
cause of rising interest rates during the Canada 
Savings Bond campaign two upward adjust- 
ments were made in the yields on the new and 
outstanding series of Canada Savings Bonds. 
These changes proved sufficient to prevent a 
net redemption of Canada Savings Bonds for 
the campaign period as a whole. However, 
during the first two weeks of November there 
was a temporary net run-down of more than 
$11/4 billion in outstanding Savings Bonds due 
to the difference in timing between redemptions 
and sales of bonds. During this interval the 
chartered banks, trust companies and other fi- 
nancial intermediaries experienced large in- 
creases in private sector deposits while the cash 
balances of the Government declined to a very 
low level. In response to this developing situ- 
ation the increment of treasury bills offered at 
the weekly tender was increased and the Bank 
of Canada engaged in sales of treasury bills in 
the open market; the Bank also acted to absorb 
part of the increase in the liquidity of the 
financial system by selling short- and mid-term 
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Government bonds. These bond sales occurred 
in relatively small amounts initially but they 
accelerated in late November when a brief re- 
versal in the general upward movement in world 
interest rates led to a significant increase in the 
demand for Government of Canada bonds. In 
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total such bond sales amounted to about $825 
million by month-end. . 
Towards the end of 1979 and in early 1980) 
many financial markets in the world were char-_ 
acterized by extreme nervousness and volatil- 
ity. Among the unsettling factors were the 


/ 





announcements by OPEC members of further 
‘increases in crude oil prices, the prolonged 
hostage incident in Iran, and the USSR’s mili- 
‘tary intervention in Afghanistan. In the United 
States indications of the long-awaited recession 
were still few and inconclusive and inflationary 
‘expectations seemed to intensify. In these cir- 
cumstances the confidence of investors suffered 
a marked decline and an extremely sharp 
downward adjustment in U.S. bond prices took 
place; this development had a major impact 


on bond prices in Canada as well. 


Debt Management 

- During 1979 there was an increase of $8.9 
billion in the par value of outstanding market- 
able Government bonds and treasury bills pay- 
able in Canadian dollars and a decrease of $1.3 
billion in the outstanding amount of Canada 
Savings Bonds. Part of the $11.6 billion total 
Canadian dollar financing requirement of the 
Government was met by a decline of $4.0 bil- 
lion in cash balances. At year-end the Canadian 
dollar cash balances of the Government 
‘amounted to $2.5 billion. 

Additions to the outstanding amount of treas- 
ury bills totalled $2.1 billion in 1979, of which 
$1.5 billion came from augmenting the weekly 
auctions of 3-month and 6-month bills. The 
‘remaining $625 million took the form of ad- 
ditions to the one-year treasury bill tenders 
which occur every four weeks. The holdings 
of treasury bills outside the banking system 
increased by $174 million in 1979 to $4.2 
billion. 
| The amount outstanding of Government of 
‘Canada direct and guaranteed marketable bonds 
payable in Canadian dollars rose by $6.7 bil- 
lion on a par value basis during 1979. As 
‘shown in Appendix Table IV, there were eight 
public offerings of such bonds over the year, 
four of which involved substantial refundings 
of maturing issues. All but one offering included 
‘tranches of short-, medium- and long-term 
‘bonds, while on two occasions a ten-year 


tranche was added. Of the total new marketable 
bonds issued, 7 per cent were short-term (due 
in three years or less), 27 per cent were me- 
dium-term (due in more than three years but 
less than ten years) and the remaining 66 per 
cent were long-term. As a result the average 
term to maturity of direct and guaranteed bonds 
payable in Canadian dollars lengthened further 
in 1979 by twenty-two months to ten years five 
months. In addition to the public offerings of 
bonds, on March 21 a long-term issue of $300 
million was placed directly with the Bank of 
Canada in order to facilitate the continuation 
of the Bank’s sales of bonds in the open market. 
The terms of the 1979/80 series of Canada 
Savings Bonds were first announced on Sep- 
tember 12 and provided a yield of 10/4 per 
cent for each of the seven years to maturity. 
As was described above, interest rates in the 
United States and Canada moved rapidly up- 
wards, and the yield offered on the new series 
was adjusted on two occasions. On October 
18 the rate for the first year was raised to 11 
per cent with the rate for each subsequent year 
set at 101/2 per cent. On November 5 the rate 
for the first year was raised again, to 12 per 
cent; the rate for the subsequent six years how- 
ever was not adjusted, remaining at 101/2 per 
cent. The new rates were also to apply to the 
eleven previous issues still outstanding. In the 
case of those series dated before November 1, 
1977, the increase in the rate of return was 
achieved by means of cash bonuses payable 
on the maturity of the bonds. The campaign 
produced a gross sale of $4.9 billion in the 
fourth quarter of the year, and after allowing 
for redemptions the outstanding amount of Can- 
ada Savings Bonds increased by $0.5 billion 
over the same three months. For the year as 
a whole, however, the outstanding amount de- 
clined by $1.3 billion, and the proportion of 
the total of Government of Canada securities 
outstanding held in this form declined from 33 
per cent to 27 per cent. 

In addition to its involvement in domestic 
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financing operations during 1979 the Bank of 
Canada assisted the Government in two oper- 
ations in foreign capital markets which raised 
net in foreign currency the equivalent of 
U.S.$605 million from issues of marketable se- 
curities and U.S.$759 million from fixed rate 
bank loans. These financings were completed 
in the first quarter of the year. The first involved 
a total of 100 billion Japanese yen, of which 
30 billion yen took the form of a public offering 
of five-year bonds bearing a coupon of 6.4 per 
cent, 35 billion yen took the form of a ten-year 
syndicated loan bearing an interest rate of 7.1 


Summary of Changes in Government of Canada 
Securities Outstanding During 1979 


Billions of dollars (par value) 





ERCASURYV DOIN San cto cpa ca Syn. Clea noes | 
Canada Savings Bonds ............. —1.3 
Marketable: bonds” 2. c.ccuua anes +7.5 
One 
Held by: 
Bank of Canada 
ETEUSURY Win isos ect: es oe eee +0.8 
Marketable bonds: 2202 s2.0 224 io +0.9 
3p {lef 
Chartered Banks 
CRCASUTYV) DUN Sc Deere bent en nent ie A tees +122 
Marketable bonds: scv-doyne ce oo —0.9 
+0.3 
Government Accounts 
TreaSuinn Dulles bck Sock eee” ={) 2 
Marketable:bonds 5. .4.cc nee oe eee =O.1 
—0.3 
General Public 
Canada Savings Bondsi.:cesse. wae. = 5 
Treasurys billsad<\<sngarerr pote is and he 
Marketable bonds: <0 o-i4acemen ces +7.6 
(of which long-term) ........... (+4.3) 
+6.6 





* Includes an increase of $0.7 billion in securities payable in foreign 
currencies. 
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per cent, and 35 billion yen took the form of 
a twenty-year syndicated loan bearing an in- 
terest rate of 7.5 per cent. The second borrow- 
ing, in the Swiss capital market, involved a 
total of 1,500 million Swiss francs, of which 
700 million Swiss francs took the form of a 
three-year fixed rate bank loan bearing an in- 
terest rate of 27/8 per cent, 500 million Swiss 
francs took the form of a private placement of 
six-year non-callable notes bearing a coupon 
of 3 per cent, and 300 million Swiss francs 
involved a public offering of ten-year market- 
able bonds bearing a coupon of 35/s per cent. 
Changes during 1979 in the distribution of the 
outstanding debt of the Government of Canada 
are summarized in the accompanying table. 
Although the general public reduced its hold- 
ings of Canada Savings Bonds, it added very 
substantially to its holdings of marketable bonds, 
especially long-term bonds. 


Foreign Exchange Operations 

Through much of 1979 the exchange rate was. 
a good deal steadier than in recent years. More- 
over, following more than two years of decline 
against the U.S. dollar, the Canadian dollar 
strengthened modestly over the period. From 
its low of U.S.$0.8320 early in 1979 the Can- 
adian dollar rebounded strongly in March and 
April to a high of U.s.$0.8778 and then settled 
back into a trading range of about U.S.$0.85- 
0.86 for the summer months. It fell through 
October to a low of about u.S.$0.84 but re- 
covered to stand at U.S.$0.8572 at year-end. As’ 
of February 27, 1980, the Canadian dollar stood 
at U.S.$0.8714. ) 
Official exchange market operations by the 
Bank of Canada as agent for the Exchange Fund 
Account of the Minister of Finance continued 
to be directed towards moderating the pace of 
movements in the exchange rate in either di- 
rection. This at times involved sizeable pur-. 
chases and sales of foreign exchange and con- 
sequent changes in Canada’s official holdings 
of foreign currency. | 





Exchange Rate 
Spot closing rates, daily 


j 


| U.S. $ in Canada Cdn. $ in U.S. funds 

1.1364 .8800 
} 

1.1494 .8700 
| 

1.1628 .8600 
| 

1.1765 .8500 
1.1905 .8400 
1.2048 .8300 


‘Changes in Official Reserves 
‘Millions of U.S. dollars, monthly 
| 


Excluding official external financing, gold sales and revaluation effects'” 


12,000 


1,000 





_ 1,000 


; 
© The U.S. dollar value of SDR-denominated assets (gold, the IMF position and SDRs) rises when the exchange rate of the U.S. dollar 
declines in terms of SDRs, and decreases when the opposite occurs. 


Government foreign currency financing, SDR allocations and gold sales 









| 1,000 1,000 
| at os 

O O 
/ = KAY Net drawings on standby credit facilities with banks = 
| 1.000 KG Borrowings in foreign capital markets 1.000 
12 f=J SDR allocation : 

{__] Gold sales 

}2,000 2,000 





JAN. FEB. MAR. APR. MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. JAN. FEB. 
TEMES, 1980 


Last date plotted: exchange rate February 27, 1980 
official reserves January, 1980 
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Transactions relating to the Government's bor- 
rowings and repayments of foreign currency 
debt were at times also an important factor in 
the changes in Canada’s official reserves. In 
March 1979 the net proceeds of medium- and 
long-term borrowings in the Swiss and Japanese 
capital markets, amounting to U.S.$880 million 
and U.S.$484 million respectively, were added 
to reserves. In March and April U.S.$2.2 billion 
of outstanding drawings under the two revolv- 
ing standby credit facilities with banks were 
repaid. As a result, by the end of April 1979 
the drawings from foreign banks had been fully 
repaid and U.S.$500 million remained outstand- 
ing with Canadian banks. In November a fur- 
ther U.S.$200 million was repaid to Canadian 
banks, and the remaining U.S.$300 million was 
repaid in January 1980. 

The gold component of Canada’s official re- 
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serves did not change much in 1979. Sales of 
gold to the Royal Canadian Mint in connection 
with the production of Canadian commem- 
orative coins and the Gold Maple Leaf program 
were slightly more than offset by purchases of 
gold from the International Monetary Fund as 
part of the Fund’s gold restitution program. At 
the end of 1979 official reserves included 22.2 
million fine ounces of gold valued at 35 Special 

Drawing Rights per fine ounce (or U.S.$46.11 
at that date), giving a value of U.S.$1,022.6 
million. In January 1980, 252 thousand fine 
ounces of gold were sold from the official re- 
serves for U.S.$174.0 million. 

Canada’s officia! international reserve hold- 
ings (with gold valued at 35 SDR per ounce) 
were U.S.$4,566.2 million at the end of 1978, 
U.S.$3,886.9 million at the end of 1979 and 
U.S.$4,065.9 million at the end of January 1980. 
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APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 





Monthly changes, millions of dollars 














Government Net Investment All other Note Canadian dollar deposit liabilities 
of Canada foreign in Industrial _ assets circulation Chartered Government Other 
securities at currency Development (net) banks of Canada 
book value _assets Bank 
1979 
January OS —- 414 — 41 = 167 —809 256 =e) 3 =13 
February ate elev) sige wares - aye ="522 = 1h5K6) + 6 Tee 
March rl, ZOr —1,024 - Ol = 7. 77 + 99 tee 
April = 603 + 1,061 =136 =| hate) te 2 + 169 =1/03 aoe 
May tae 90 mee) PAO - te +242 = 162 + 4 od 
June =) 281 + 144 - +498 +319 Suen Palle) meee api ke) 
July se eras) = Ol omearat es. 572 sa Wa +101 — 7 = 13 
August 16 ee A® 130 - ee) — 64 —149 + 62 aD 
September = eA? 1 09 - +254 = tOO ‘205 — 47 +24 
October sim 25) 0) = 9] =250 —432 +153 Sala — 14 ae 
November = 17379 te 4/ 1 G - OT = 1,03 +423 7 te 7 
December les O7 =e A Ce Oe) +866 = 299 ae ee cee 
+ 1,628 sae ees Wa sey! eee. +446 -_ 4 +15 
1980 
January =" 431 = DSlose = 42 ee #7 =931 + 47 = 12 =—20 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 





Millions of dollars unless otherwise indicated 


1979 


January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December* 


1980 


January* 


February* 





* Preliminary. 


Total 
minimum 
cash 
requirements 


5,817 
5,792 
5,735 
5,844 
5,777 
5,793 
5,837 
5,937 
5,956 
5,991 
5,999 


6,003 


6/127 


6,198 


Average 
holdings 
of Bank 
of Canada 
notes 


1,305 


T7503 


17269 


1,266 


259 


io25 


1,341 


1,408 


1396 


1,403 


1,426 


1,427 


1,451 


1,639 


Required 
minimum 
Bank 

of Canada 
deposits 


4,513 


4,289 


4,466 


4,578 


4,518 


4,468 


4,496 


4,530 


4,560 


4,588 


4,573 


4,576 


4,676 


4,509 


Average 
holdings 
of Bank 
of Canada 
deposits 


4,575 
4,563 


4317 
4321 


4,479 
4,503 


4,630 
4,630 


4,579 
4,555 


4,497 
4,495 


4527 
4,552 


4,584 
4,603 


4,624 
4,601 


4,659 
4,697 


4,643 
4,606 


4,621 
4,670 


4,720 
4,710 


4,563 


Number 
of 
juridical 
days in 
period 


‘) Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 


‘Cumulative Average excess Advances to chartered banks and PRA outstanding 
/excess reserves reserve ratios Number of days outstanding Average outstanding” 
‘at end of period Advances PRA Advances PRA 

















| 624 062 2 ii 1.0 83.1 
' 610 050 1 11 a8) D138 
309 028 1 8 3.6 102.8 
e293 032 1 y 9.1 154.8 
146 013 2 10 21.5 188.7 
409 037 1 10 12.4 130.9 
466 050 2 6 220 91.1 
566 050 3 8 9.6 143.3 
681 059 1 9 1.2 1337) 
— 409 036 2 7 ‘ie 78.1 
326 028 2 8 1.5 153.7 
| 282 026 2 8 aS 2123 
| 285 029 1 Vi 5.2 202.4 
| 672 052 2 11 3.6 225.9 
594 049 = 7 = 85.0 
879 067 - 4 = 20.4 
575 057 1 p 0.0 1.6 
402 036 2 3 12.5 30.0 
707 063 2 7 8.6 85.8 
1,302 097 . 6 = 21 
im703 062 s 4 2s Doe, 
368 .030 6 14.5 107.3 
45] 039 2 8 10.3 181.8 
845 082 1 5 13.0 106.4 
438 037 2 8 17.8 106.8 
412 029 1 11 0.4 147.4 
603 046 1 9 0.4 98.7 
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APPENDIX TABLE Ill 


Bank of Canada Net Transactions in Government of Canada Securities 


and Bankers’ Acceptances 


Delivered basis, par value in millions of dollars 


1979 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


Total 


1980 


January 


Net purchases from (+) or net sales to (—) investment dealers and banks 
































Treasury Bonds” Bankers’ Sub-total Securities 
bills 3 years 3-5 5-10 Over acceptances” of bills under 
and under years years 10 years and bonds PRA 
and bankers’ 
acceptances 
+ 403.4 - - - — 166.4 a al es + 215.3 + 328 
Seon ASS, - = - er AeA) - —- 447.6 +2524 
S15 2026 - = - =" (360:6 = + 953.8 —3048 
ape AWS - - - — 441.5 - — 232.0 +228 
26 Oey 454 = - - - - + 592.1 =—27ae 
+ 545.4 = = 5 = ile] - + 544.3 —- 4.0 
dlp oso - = - - = +1,139.6 +236% 
a etO 397, - - - - - + 659.7 —236m 
ie shevy! - - - - - Teer! = 
10933 = = - - - = 10923 = 
a a tolaleQ ee) - - ee Al = 
+ 684.0 = - = UES) - - te OG 30 = 
Be DPA OAS) 2a 20 Pe tome ea OOS ev alleles OOOO = 
oO - = = - - + 53.0 + 730m 





“ Classified by years to maturity at time of transactions. 


®) Includes maturing bankers’ acceptances. 


38 





Net transactions with Government and other client accounts 
—— OO SSeS 


’urchases (Gra) Net purchases from (+) Net change in holdings 

of new issues or net sales to (—) of Government of Canada securities 
ess matured Government and bankers’ acceptances 

ioldings and client accounts 





sills Bonds Bills Bonds Bills Bonds Bankers’ Total 


| 


| acceptances 























fe 35.0 = =". 2040ne 48 +191.7 —143.6 —17.7 + 30.4 
me7s6 + 1298 = 2905 +4 17.4 —600.8 + 46.4 +11.9 - 542.5 
L OG 750.0 = 329.0. .4 23.1 + 866.2 + 384.1 —15.9 + 1,234.4 
fe. — 223.0 = 20.0 + 21:7 + 18.7 —618.5 + 37.8 — 562.0 
melo + 4000 = 57:77 + 33:0 —126.6 +408.7 —33.8 + 248.3 

B55 + 132.1 366.2, == 23318 —375.9 + 97.2 — 40 = 2827 
m>3.8 «6+ «€©4000 —- 328 + 140 +955.3 + 430.2 +18.1 + 1,403.6 
eae 8Ob 0) = 24719" + 254 —263.9 +358.9 —18.1 + 76.9 
372.6 = 243.0) pa ac0 —517.4 + 34.9 = — 482.5 
ae 1184-7) —' 69.0) 4°38 3 +315.9 +223.0 S + 538.9 
- 536.2 = = 61s 44,2753 —586.5 —795.5 &s —1,382.0 
mee + 5194 - 75.3 = 15.4 +902.2 +503.5 4 +1,405.7 
2,523.0 a 2,04370° “=2'026 7% | 207.4 +778.9 +929.3 = ie + 1,686.5 
' 443.3 = - 44.3 — 35.9 —404.6 — 35.9 = — 440.5 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 





Date in Issues offered/ Term to Yield to Millions of dollars par value 
1979 retired maturity maturity Amount Amount 
delivered retired 





Issues payable in Canadian dollars - direct and guaranteed 























Feb. 1 814% Feb. 1, 1979 100 
934% Feb. 1, 1982 STyIss 10.20 7 
10% June 1, 1984 5 yrs. 4 mos. 10.18 225 
1044% Feb.1, 2004 20 Y1S: 10:31 500 
800 
Mar. 15 93/4% Feb. 1, 1982 2 yrs. 1042 mos. 9,99 Tis 
10% June 1, 1984 5 yrs. 242 mos. 10.06 3752 
10 44% Feb. 1, 2004 24 yrs. 1042 mos. 10.30 800° 
1256 
Mar. 21 104/4% Feb. 1, 2004 24 yrs. 1042 mos. 10.26 300@ 
Apr. 1 7% Apr. 1, 1979 325 
May 1 10% May 1, 2002 DorVUS: At 850 
June 1 64/2% June 1, 1979 585% 
93/4% Feb. 1, 1982 2 yrs. 8 mos. 9.80 1002 
93/4% Feb. 1, 1984 4 yrs. 8 mos. 9.88 Siegen 
10% May 1, 2002 22 yrs. 11 mos. 10.08 500% 
950 
July 15 93/4% Feb. 1, 1982 2 yrs. 64/2 mos. 9.81 10032 
93/4% Feb. 1, 1984 4 yrs. 64/2 mos. 9°89 400° 
10% May 1, 2002 22 yrs. 94/2 mos. 10.05 SOO 
1,000 
Aug. 15 10% June 1, 1984 4 yrs. 94/2 mos. 10.13 2008 
lOZrOcter are? 10%yrs. [Yetmes. 10:16 200 
101/4% Feb. 1, 2004 24 yrs. 54/2 mos. 10.28 600°” 
1,000 | 
Oct ] Ste Octo 79 3438s 
a OO Ns IS) 624% 
10%4% Oc 157 1982 3 yrs. 42 mo. 10.85 200 
104/2% Oct. 1, 1984 5 yrs. 10.63 300 
102220Oct 1, 989 10 yrs. 10.54 200 
104/2% Oct. 1, 2004 DOVES: 10.50 600 
1,300 | 
Dec. 15 5 ¥4% Dec. 15, 1979 225% 
Tigao Decs lat 9352 oaVis: 12.16 275 
1142% Dec. 15, 1984 5 yrs. 1GZ 350 
144% Dees 157-1989 10 yrs. 11.46 (PS 
14% Deca15;.2002 23 yrs. 11.44 750 
1,500 
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(Continued) 
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Date in Issues offered/ Term to Yield to Millions of dollars par value 
1979 retired maturity maturity Amount Amount 

: delivered retired 
ee ee 
Dec. 29 Sheets 
| Total bonds 8,950 2207 

| Total treasury bills* 41,705 39,580 
Issues payable in foreign currencies - direct 

Mar. 14 S.F. 500 million 

| 3% notes 

| due Mar. 14, 19852» 6 yrs. 3.00 351 

Mar. 20 S.F. 300 million 

| 358% bonds 

| due Mar. 20, 19892 10 yrs. RUD 208 

Mar. 27 Yen 30 billion 

i 6.4% bonds 

| due Mar. 27, 19842 SiS. 6.49 169 

Apr. 15 1¢2 
Oct. 15 12 
| Total bonds 728 D 





Includes three-month, six-month and one-year treasury bills. 

Maturity of 84/4% bonds issued December 1, 1976. 

» In addition to $125 million 93/4% February 1, 1982 already outstanding. 

In addition to $200 million 9/4% February 1, 1982 already outstanding. 

In addition to $225 million 10% June 1, 1984 already outstanding. 

In addition to $500 million 10%/4% February 1, 2004 already outstanding. 

$300 million placed directly with the Bank of Canada on March 21, 1979. 

In addition to $1,300 million 10%4% February 1, 2004 already outstanding. 

Maturity of 7% bonds issued April 1, 1974. 

Maturity of 64/2% bonds issued June 1, 1971, December 15, 1972 and February 1, 1973. 

In addition to $275 million 93/4% February 1, 1982 already outstanding. 

In addition to $250 million 93/4% February 1, 1984 already outstanding. 

In addition to $850 million 10% May 1, 2002 already outstanding. 

In addition to $375 million 93/4% February 1, 1982 already outstanding. 

In addition to $600 million 93/4% February 1, 1984 already outstanding. 

In addition to $1,350 million 10% May 1, 2002 already outstanding. 

In addition to $600 million 10% June 1, 1984 already outstanding. 

In addition to $1,600 million 10%/4% February 1, 2004 already outstanding. 

Maturity of 34/4% bonds issued October 1, 1954. 

Maturity of 74/% bonds issued July 1, 1975 and August 15, 1975. 

Maturity of 53/4% bonds issued December 15, 1971. 

Cancellation of guaranteed debt by Purchase Fund. 

Does not include the S.F. 700 million 3-year 2%g% loan delivered March 8, 1979 that raised $493 million. 
Does not include the Japanese yen 35 billion 10-year 7.1% fixed rate syndicated loan arranged on February 19, 1979 that raised 
$199 million. 

Does not include the Japanese yen 35 billion 20-year 7.5% fixed rate syndicated loan arranged on February 19, 1979 that raised 
$199 million. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 
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BANK OF CANADA Statement of Income and Expense 





Year Ended December 31, 1979 
(with comparative figures for 1978) 


1979 


(thousands of dollars) 


INCOME 


Revenue from investments and other income 
After deducting interest of $2,975 ($3,965 in 


BE TE POMOC DOSIIS oy Soe pitnes Ae Seine 4 oman in ete SOL phos 
EXPENSE 
I a 25 isk 908 sos yas oss vache, CeIn Mere BENE encia S=6 26390 
Contributions to pension and insurance funds” ................ 4,647 
RIES ANE DCTISCS Sua hse de bet ee es Cure ai cues aro diams eee 1,606 
ESTES SS A Sine rn an 0 a 47 
em CS) ANIC EXPANSES hc 2c a so es SOO lepers 200 
Me UnICIDAl and. DUSINESS «266.4 4.5 nee ea obs eo eden 4,472 
BIE ECOSSE ran Pe tind stows. 6 Men ou eon 4 Whe ie 18,685 
feeeprocessing and computer costs ...........0.e++++++e2eeee 3,013 
Maintenance of premises and equipment - net® ............... Gai 
RE eer EOUDI CALI ONS. <siic.e net weet a wine bw ve ioe ele one 470 
ReEmting and Stationery ic cace..deacuc ae ee desoed eee nes 1,400 
MN CIECN CSS Rie Pt Po hn desl vtec wlio sag vere urn me ROS 826 
BUNUN ICALONS 2) am hohoh asse wih eine ia Rew eae Sede 938 
Me lest all tanslers.2c Oyc9 cial vice eae ee Boe Leann 977 
RE ne Ome Pai na toca re neh wikis Cc ER Pew at 2 A 594 
72,496 
Depreciation on buildings and equipment ...................4% 4,704 
77,200 
NET INCOME PAID TO RECEIVER GENERAL FOR CANADA .... 10S3,930 
Siehele iss 





1978 


$989,493 


$ 24,823 
3,090 
17261 

43 
i738 
4,093 
15,243 
2619 
4,910 
568 
17099 
666 
883 
860 


561 


60,892 


seval) 


64,462 


925,051 
$989,493 


a Salaries, including overtime, and related contributions to pension and insurance funds for bank staff other than those engaged in building 
maintenance. The number of employee years worked by such staff (including temporary, part-time, and overtime work) was 1,883 in 1979 and 


,. 1,782 in 1978. 
Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 
Includes all building maintenance costs (including staff costs) but net of rental income. 
Certain of the expenses for 1978 have been reclassified in order to conform with the presentation adopted for 1979. 
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BANK OF CANADA Statement of Assets and Liabilities 


a , 


as at December 31, 1979 
(with comparative figures for 1978) 


ASSETS 


Deposits payable in foreign currencies: 
Pounds sterling and U.S.A. dollars 
Other currencies 


eM OE Oe TSE QS IO) AP ACL MD CIN ny ear), SCTey DNC MCM CHC DRCENCH LL ACerS rT St oc) 


Advances to chartered and savings banks 


Bills bought in open market, not including 
treasury bills, at amortized values 


Investments — at amortized values: 

ea SURyADINS sO ana ames wre rel he, ct eee. le 
Other securities issued or guaranteed by 

Canada maturing within three years: ..4..........006.0.. 
Other securities issued or guaranteed by 

Canada not maturing within three years ................ 
Debentures issued by Industrial Development Bank 
Securities issued by the United Kingdom 

and the United States of America 
Other securities 


Bank premises: 
Land, buildings and equipment, at cost 
less accumulated depreciation: 


Cheques drawn on other banks 


Accrued interest on investments 


Net balance of Government of Canada collections 
and payments in process of settlement 


Other assets 
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1979 


(thousands of dollars) 


Ve er aes: 


iycU5 
230,978 
116,900 





4,259,985 
3,768,421 


5,542,889 
344,283 


824,723 
2,055 


14,722,934 








76,567 
384,591 
206,782 








6,994 
$15,745,746 











1978 


$  213,124l 
1,236 


214,360. 





| 


21,606. 


3,489,436 
3,362,414 | 


5,071,828 
515,660. 
1,053,000. 
2,633 | 


13,494,971 | 





75 395 | 
903,908 - 
193,546 


| 


197,946 


i 


3,910 § 


; 


$15,105,642 | 





LIABILITIES 




















1 


Deposits: 





Liabilities payable in foreign currencies: 





Governor, G. K. BOUEY 





Be EAI TUD Aerio A coals fe seh eiagines Wk oebesa gaa: 
| 
PUMPS scree) 2s aahalec.. oun Og ea aie oy ce 


MSS AMCNCUIALION s+ sc neat aeoeeeeiaenu scaled: 


Mearenmentron“Ganaday mek © oo eed ety MLA ee at 
Mee reUa ON KS:, 2 a twa) cue bs ely dle he Lew he th 
PSA DOSNSH 5 tt oe she Lee me 


movermmimencot Canada .srcecesc. eos c co. 
- AVS ae a en ea 


Bank of Canada cheques outstanding .................... 


‘Collections and payments in process of settlement: 
imecovernment of Canada (net) .......6..60.0e0cesceeees 
—CPEAYSIP oan NS eg er a a 


} 
i 
| 
} 
} 


1979 1978 
(thousands of dollars) 
$5,000 $5,000 
25,000 25,000 
10,314,754 Shes) JA OYy 
24,799 29,248 
4,738,420 4,291,793 
107,452 92,494 
136,285 V2105571 
233 153 
136,518 (n724 
297,429 987,356 
38,814 
54,655 
93,469 
_____ 2,905 ___13,320 
$15,745,746 $15,105,642 








Chief Accountant, A. C. LAMB 


Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
| 1979 and the statement of income and expense for the year then ended. Our examination was 
| made in accordance with generally accepted auditing standards, and accordingly included such 
| tests and other procedures as we considered necessary in the circumstances. 

In our opinion, these financial statements present fairly the financial position of the Bank as at 


December 31, 1979 and the results of its operations for the year then ended in accordance with the 
accompanying summary of significant accounting policies, applied on a basis consistent with that 


| of the preceding year. 


GERALD PREFONTAINE, C.A. 
du cabinet Normandin, Séguin & Associés 


Ottawa, Canada, January 17, 1980 


M. A. MACKENZIE, F.C.A. 
of the firm Clarkson, Gordon & Co. 
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BANK OF CANADA Financial Statements December 31, 1979 


Summary of Significant Accounting Policies 





The financial statements have been prepared within the 
framework of the accounting policies summarized below. 


a. Form of Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the Bank 
of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been accounted 
for on the accrual basis. 


c. Investments and Bills 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. The 
amortization as well as gains and losses on 
disposition have been included in income. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the year- 
end. 


e. Depreciation 


Depreciation has been recorded at the follow- 
ing annual rates applied on the declining 
balance method: 

Buildings 5% 

Equipment 20% 
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] 


Board of Directors 


G. K. BOUEY 
R. W. LAWSON 


R. W. CAMPBELL 





W. DODGE 

D. M. GOLDIE 

S. KANEE 

S. G. LAKE 

A. A. LEBOUTHILLIER 

J. W. E. MINGO, Q.c. 
[Folme OMS oxe: 

MME Y. LEFEBVRE-RICHARD 
D. A. SMITH 


J. A. STACK 


J. TASCHEREAU 


Ex-officio 
G. L. REUBER 


———<_ 000 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALTA. 
OTTAWA, ONT. 
VANCOUVER, B.C. 
WINNIPEG, MAN. 
RAMEA, NFLD. 
CARAQUET, N.B. 
HALIFAX, N.S. 
TORONTO, ONT. 
MONTREAL, QUE. 
CHARLOTTETOWN, P.E.I. 


SASKATOON, SASK. 
Member of the Executive Committee 


QUEBEC, QUE. 
Member of the Executive Committee 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Principal Officers 


G. E. FREEMAN, Deputy Governor 
*B. J. DRABBLE, Deputy Governor 
J. N. R. WILSON, Adviser 

W. A. MCKAY, Adviser 

G. G. THIESSEN, Adviser 

J. S. ROBERTS, Secretary 


F. FAURE, Deputy Chief 
T. E. NOEL, Securities Adviser 


G. K. BOUEY, Governor 
R. W. LAWSON, Senior Deputy Governor 
ALAIN JUBINVILLE, Deputy Governor 
D. J. R. HUMPHREYS, Deputy Governor 
JACQUES BUSSIERES, Adviser 
J. W. Crow, Adviser 
SERGE VACHON, Adviser 


*On leave of absence as an Executive Director of the International Monetary Fund 


Securities Department 


D. G. M. BENNETT, Chief* ME: 
2 V. O'REGAN, Securities Adviser 


*On leave of absence 


Research Department 
W. R. WHITE, Chief 


Department of Monetary and Financial Analysis 


C. FREEDMAN, Chief 
G. W. KING, Research Adviser 


International Department 
J. E. H. CONDER, Chief 


R. F. S. JARRETT, Chief, Foreign Exchange Operations 
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Department of Banking Operations 
R. E. A. ROBERTSON, Chief 


S. V. SUGGETT, Adviser, Currency Research 


Public Debt Department 


J. M. ANDREWS, Chief 
J. M. MCCORMACK, Deputy Chief 


Secretary’s Department 


J. S. ROBERTS, Secretary 
S. L. HARRIS, Deputy Secretary 


Computer Services Department 


EDITH M. WHYTE, Chief 
G. M. Pike, Deputy Chief 


Department of Personnel Administration 


R. L. Flett, Chief 
H. A. D. Scott, Personnel Adviser 


Department of Administrative Services 


R. H. OSBORNE, Chief 
K. W. KAINE, Deputy Chief 


Comptroller’s Department 


A. C. LAMB, Comptroller and Chief Accountant 


Audit Department 


J. M. E. MORIN, Auditor 
M. Muzyka, Deputy Auditor 


| 
| 


| 


Regional Representatives and Agencies 
EE eee Rc ch 


Securities Department 


TORONTO J. T. BAXTER, Chief, Toronto Division 
MONTREAL _ J. CLEMENT, Chief, Montreal Division 
VANCOUVER _ P. E. DEMERSE, Representative 
EDMONTON _ A. G. KEITH, Representative 


International Department 


| TORONTO __D. R. STEPHENSON, Foreign Exchange Adviser 
MONTREAL — G. HOoja, Foreign Exchange Officer 


| Department of Banking Operations 
| HALIFAX — R. E. BURGESS, Agent 
SAINT JOHN, N.B. J. HUGHES, Agent 
MONTREAL — R. MARCOTTE, Agent 
R. DUPONT, Assistant Agent 
. H. SMITH, Agent 
. W. KopPE, Agent 
. T. MCGILL, Assistant Agent 


OTTAWA G 
P 
K 
WINNIPEG A. H. POTTER, Agent 
D 
H 
D 


TORONTO 


REGINA . G. SuGcitT, Agent 
CALGARY . PROWSE, Agent 
VANCOUVER . G. WARNER, Agent 
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Minister of Finance, 
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Dear Mr. MacEachen, 

In accordance with 
the provisions of the Bank of Canada Act 
Iam transmitting herewith my report for 
the year 1980 and a statement of the 


Bank's accounts for this period, signed 





and certified in the manner prescribed in 
the by-laws of the Bank. 
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Governor 
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General Observations 


The conduct of monetary policy has attracted 
a great deal of attention in the last year or so 
and the reason is clear, namely, the level and 
volatility of interest rates during the period. 
There has been much discussion of the reasons 
for these interest rate developments and the 
Bank has made an unusually large number of 
statements explaining its policies. Because these 
policies involved interest rates that seemed very 
high they could hardly be said to be popular, 
at least among borrowers, but | have been en- 
couraged by the understanding and support that 
they have received. At the same time | am well 
aware that the Bank’s policies have given rise 
to doubts in some circles and to opposition in 
others. | therefore want to begin this Report 
with some comments on the basic facts that 
have to be taken into account in the consid- 
eration of monetary policy. 


The Framework for Monetary Policy 

The responsibility of the Bank is to discharge 
its Parliamentary mandate ‘‘to regulate credit 
and currency in the best interests of the eco- 
nomic life of the nation’’. The practical ques- 
tion is — what does that mean when the rate 
of inflation is as high as it now is? 

As recently as a decade ago it was not un- 
common to hear people argue that central banks 
had an excessive fondness for stability in the 
value of money, and that more willingness on 


their parts to run risks on the side of inflation 
would have been in the best interests of the 
economic life of their countries. During the 
inflationary surge of the first half of the 1970s 
this argument ceased to be heard. Attention 
focussed on the corrosive nature of inflation 
both nationally and internationally — on its de- 
bilitating economic effects, its social unfairness 
and its political divisiveness. There emerged a 
virtually unanimous view that inflation had to 
be resisted. 

The world’s central banks took seriously the 
lesson of the first half of the 1970s, and for 
some years now they have been trying to con- 
tain the inflationary surge that had been re- 
leased. It is, however, proving to be much 
harder to get the genie of inflation back into 
the bottle than it was to release it. In Canada 
and elsewhere the experience of rapidly ac- 
celerating inflation set loose a wide range of 
expectations and defensive reactions that have 
been ricochetting around the economic system 
and sustaining the inflationary process. 

We have thus seen in Canada and in a number 
of other countries the pursuit of anti-inflation- 
ary policies without as yet much evidence of 
a reduction in the rate of inflation. This has led 
to the resurfacing of questions about whether 
the game is worth the candle, and whether it 
might not be better for countries to learn to 
live with inflation than to resist it. 

It is not at all clear what people have in mind 


when they talk about ‘‘learning to live with 
inflation’. 

Is it possible that they think that society could 
develop some way of indexing all money pay- 
ments so completely that changes in the pur- 
chasing power of money would be neutralized 
and could therefore be ignored in the formation 
of public policy? The fatal weakness of this 
idea is that the more vigorously a country ap- 
plied it the more rapidly would any inflationary 
impetus cause prices to accelerate. That system 
would be much too unstable to be workable. 
As a practical matter proposals to find ways of 
ignoring the rate of inflation cannot be taken 
seriously. This seems to be well recognized 
since nearly all of those who press for policies 
that would be very inflationary add a caveat 
that the rate of inflation must be limited by 
One means or another. They are usually not 
very specific about how this should be done. 

A more plausible version of the learning-to- 
live-with-inflation thesis is that our society 
should accept the present rate of inflation, high 
as it may be, and should stabilize it. This, it 
is argued, would avoid all the difficulties in- 
volved in rolling back the present rate. But the 
proposal also involves the idea that any ac- 
celeration of the present rate of inflation should 
be effectively resisted. The question then arises 
— how is this to be done? It can certainly not 
be done by relaxing anti-inflationary policies. 
Only a few years ago there seemed to be some 
disposition in the United States to accept an 
inflation rate of 6 to 7 per cent per annum, 
and the rate there is now over 10 per cent. In 
Canada anti-inflationary policy has not yet suc- 
ceeded in preventing a high rate of inflation, 
but without that policy the inflation rate would 
now be much higher than it is. If efforts to 
reduce inflation are now relaxed it will in- 
crease. There is no escape from the problem 
of inflation by willingness to accept a stable 
inflation rate. It is in fact by no means clear 
that it would be easier to learn to live with the 
present rate of inflation than to learn to live 
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without inflation. | think it would be harder. 
What credibility could there be in public policy 
that in principle accepted inflation? If public 
policy indicated a willingness to accept a 10 
per cent inflation rate, who would be prepared 
to believe it would not under pressure accept 
12 per cent, or later 14 per cent or more? 

The essential point of the preceding para- 
graphs is that there is no escape in our society 
from the need to deal with inflation. The only 
choices we have are when and how to do it. 
Procrastination will only make matters worse. 

This state of affairs has profound implications 
for the conduct of monetary policy. Inflation 
means a decline in the value of money, and 
the value of money, like that of virtually every- 
thing else, is much influenced by the supply 
of it. Monetary policy has to do with the supply 
of money, however defined. There is no way 
of preserving the value of money in an econ- 
omy when the money supply is allowed to 
grow faster than the economy needs to function 
at price stability. Even very tough direct con- 
trols are unable to protect the value of money 
more than temporarily if there is too much 
monetary expansion. Control over the rate of 
monetary expansion is thus an absolutely es- 
sential element in effective anti-inflationary 
policy. 

In a market-oriented economy there is a direct 
interaction between monetary expansion and 
interest rates. A reduction in the rate of mon- 
etary expansion will, other things being un- 
changed, push up short-term interest rates, and 
vice versa. In the longer term the relationship 
is different. A reduction in the rate of monetary 
expansion will over time lead to a lower rate 
of inflation than would otherwise have existed 
and interest rates will be lower than they would 
otherwise have been. But the first effect on 
interest rates is in the other direction. These 
relationships are part of the nature of Canada’s 
economic system, so if the rate of monetary 
expansion is to be controlled, the interest rate 
consequences must be accepted. 


One sometimes encounters skepticism about 
how an increase in interest rates arising from 
monetary constraint can contribute to reducing 
cost and price inflation. Is it not obvious, it is 
asked, that an increase in interest rates adds 
to costs and thereby puts upward pressure on 
the rate of inflation? This is one short-run effect 
but it is not the only one. The effect of an 
increase in interest rates on the foreign ex- 
change rate has as immediate and pervasive an 
influence on Canadian costs but it is in the 
opposite direction. The longer run effects are 
also in the opposite direction. Over time higher 
interest rates reduce the demand for credit and 
the level of total spending in the economy, and 
this restrains the upward movement of costs 
and prices throughout the economy. The over- 
all impact of rising interest rates is unquestion- 
ably anti-inflationary. Thus a policy of resisting 
inflation by trying to keep interest rates down 
through monetary expansion would have results 
exactly the opposite of those sought. 

It is a common error to suppose that monetary 
policy is the sole determinant of the level of 
interest rates that exists at any particular time. 
Monetary policy involves primarily the control 
of the rate of monetary expansion, and a given 
rate of monetary expansion can be compatible 
with many different levels of interest rates de- 
pending on the other factors that affect interest 
rates. Critics of high interest rates should be 
clear about whether they believe that the rate 
of monetary expansion is too low — that is to 
say, that monetary policy is wrong — or whether 
what they really want is action outside the field 
of monetary policy to affect interest rates such 
as, for example, a change in fiscal policy, or 
some kind of credit rationing, or direct initia- 
tives to reduce inflation by influencing the wage 
and price decisions of particular groups. 

Although control over the rate of monetary 
expansion is an essential component of an ef- 
fective anti-inflationary policy it should not be 
the only element. If it is left to carry the whole 
load it may, to be effective, have to involve 


such high interest rates as to be very disruptive 
to the functioning of the economy. Very high 
interest rates have an uneven impact on the 
economy, affecting particularly those areas of 
activity that typically involve the use of large 
amounts of credit, as for example, house build- 
ing. The slowing of inflation will be accom- 
plished with much less economic and social 
strain if policies elsewhere in the economy help 
the process. 

The basic way that anti-inflationary financial 
policy works in a market-type society such as 
we have in Canada is by moderating the de- 
mand in the markets for goods and labour, 
making it more difficult for prices to be in- 
creased. Market discipline was the control that 
we relied on during past periods of cost and 
price stability, and it is this control that we 
must rely on to restore that stability. 

The main instruments of public policy to in- 
fluence the level of demand in the economy 
are fiscal policy and monetary policy. What 
level of demand is consistent with a decline 
in the rate of inflation depends on how flexible 
the economy is. If prices and costs respond 
sensitively to changes in market conditions the 
reduction in inflation will proceed with little 
adverse impact on output and employment. To 
the extent, however, that markets respond in- 
sensitively — to the extent that groups in markets 
have and use the power to continue to push 
up costs and prices rapidly in the face of weak- 
ening market conditions — the reduction of in- 
flation will require a greater easing of total 
demand and thus a greater impact on output 
and employment. 

It is sometimes said that the reduction of in- 
flation in Canada through market processes is 
not practical in that markets are too unrespon- 
sive because of the degree to which power to 
control supply and prices lies in the hands of 
particular businesses or of trade unions or of 
marketing boards or of regulatory agencies. 
One cannot deny that there is some such un- 
responsiveness and that it intensifies the prob- 


lem. But the Canadian economy has operated 
without significant inflation in the past, and the 
current problem may be more manageable than 
it looks. For one thing, we might be agreeably 
surprised at how well our markets would react 
if they were exposed to restrained demand over 
a considerable period of time and were con- 
vinced that the public authorities were serious 
and determined in their anti-inflation policy. 
For another thing there probably are initiatives 
that could be taken to improve the responses 
of particular markets if the possibilities were 
examined by those involved. It appears that 
inflationary practices in particular markets are 
sometimes facilitated by privileges given by 
governments to particular groups, and these 
arrangements should be reviewed in the light 
of the present economic situation. | believe that 
efforts to increase the responsiveness of the 
Canadian economy to changes in the economic 
environment would much improve the pros- 
pects for high levels of employment and output 
in the years ahead. 

One way that is sometimes proposed to im- 
prove the response of the economy to anti- 
inflationary policy is to impose direct controls 
to force less inflationary practices. Experience 
has shown that there are difficult problems in- 
volved in using direct controls even on a tem- 
porary basis. The only point | want to make 
here is that, to be effective, direct controls need 
to be not only well designed and well managed 
but strongly underpinned by anti-inflationary 
financial policies so that market discipline rein- 
forces the controls. If that support is lacking 
the direct controls will not achieve the transi- 
tion to a lower rate of inflation that they seek. 
They are at best a supplement to, not a sub- 
stitute for, firm anti-inflationary financial policy. 

Because there is no easy and comfortable way 
of dealing with the problem of inflation, every 
possible course of action can be expected to 
attract criticism. When monetary and fiscal pol- 
icies are directed towards lowering the pressure 
of total spending on prices and costs there is 
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likely to be a period during which business 
earnings decline and unemployment and un- 
used capacity rise, and one can expect to hear 
the familiar charge that ‘‘inflation is being fought 
on the backs of the unemployed’’. If, in an 
attempt to minimize the loss of potential output 
and employment that may be associated for a 
time with anti-inflationary monetary and fiscal 
policies, more direct intervention in the setting 
of prices and incomes is attempted by govern- 
ments, it will be said that inflation is being 
fought by restricting basic freedoms to deter- 
mine prices in the marketplace and wage set- 
tlements through free collective bargaining. 
There is no point in pretending that a painless 
solution is available, but the long-run interest 
of the Canadian economy requires that a choice 
in favour of anti-inflationary policies be made 
despite the difficulties associated with them. 
That concludes my comments on the basic 
framework within which monetary policy must 
be considered. The country’s economic interest 
requires that monetary policy be anti-inflation- 
ary, which means that control of the rate of 
monetary expansion must be firm and sustained 
and that the short-run consequences of such 
control on interest rates must be accepted. This 
is true whether or not monetary policy is sup- 
ported by other anti-inflationary policies. 


Monetary Policy in 1980 

| shall now turn to deal more specifically with 
some aspects of monetary policy during 1980. 

The Bank’s operations during 1980 were di- 
rected towards the same broad objective as 
they have been for some years, namely the 
creation of monetary conditions that will en- 
courage the economy to achieve growth within 
a framework of increasing stability in the value 
of money. This means that the rate of monetary 
expansion must over time decline to levels con- 
sistent with economic growth at reasonably 
stable prices. The Bank continued to be particu- 
larly interested in the movement over time of 





the narrow measure of the money supply (cur- 
rency and demand deposits, or M1) as a guide 
to that end. Its target limits for M1 growth were 
between 5 and 9 per cent per year from the 
average level of M1 in the second quarter of 
1979. Within that broad framework the Bank 
has tried to respond to short-term developments 
in financial markets in whatever way seemed 
most likely to smooth the anti-inflationary 
process. 

In the financial area the outstanding feature 
of 1980 was the extraordinary volatility of in- 
terest rates in the United States. One indicator 
of these rates, the prime lending rate of U.S. 
commercial banks, moved from 1514/4 per cent 
at the beginning of the year to a peak of 20 
per cent in April, to a low of 11 per cent in 
August and then to a second peak of 2114/2 per 
cent in December. In late February of 1981 it 
was 19 per cent. Further details on movements 
of U.S. interest rates appear in a later section 
of this Report. 

Movements of this magnitude in U.S. interest 
rates were bound to have substantial effects on 
interest rates in Canada or on the foreign ex- 
change value of the Canadian dollar or on both. 
The distribution of the impact between interest 
rates and the exchange rate depended to a 
considerable extent on how the Bank of Canada 
reacted. Since the Bank followed a course of 
action lying between the extremes available to 
it, some of the impact fell on Canadian interest 
rates and some on the exchange rate. The swings 
in Canadian short-term interest rates, while 
considerable, were much smaller than in the 
United States and the value of the Canadian 
dollar in U.S. funds almost always moved in- 
versely with U.S. interest rates. The December 
peak reached by short-term interest rates was 
about 3 percentage points lower in Canada 
than it was in the United States and the 
Canadian dollar fell to a low point of 
U.S.$0.8249. 

For the Bank to be able to react in this way 
it was necessary that the interest rate at which 


the Bank lends money, the so-called Bank Rate, 
be flexible, and so on March 13, 1980 the 
Bank began setting the Bank Rate each week 
at 4/4 percentage point above the average rate 
established in the weekly tender for 91-day 
treasury bills issued by the Government of 
Canada. Subsequent events demonstrated that 
this was a timely change, and the Bank has 
continued to follow this practice. It is in fact 
difficult to see how Canada can have a Bank 
Rate that remains fixed for any significant period 
as long as interest rates in the United States are 
volatile. | was concerned initially that our 
change to a floating Bank Rate would be re- 
garded as an effort by the Bank to escape from 
such responsibility as can properly be attributed 
to it for movements in interest rates. We there- 
fore followed the practice of making public 
statements whenever the Bank Rate moved sub- 
stantially. The result has been that interested 
observers have been unusually well informed 
about the nature of the Bank’s reactions as the 
situation developed. 

It is quite easy to make arguments, according 
to one’s preference, that the Bank permitted 
Canadian interest rates or the exchange rate to 
move too much or too little in response to the 
fluctuations of interest rates in the United States 
in 1980. These arguments turn mainly on how 
seriously one regards the threat of inflation in 
Canada and how vigorously one wants to resist It. 
To have sought a lesser rise of interest rates 
in Canada than occurred and to have thereby 
invited more depreciation of the exchange rate 
would have added to the upward pressure on 
costs and prices in Canada. In the inflationary 
atmosphere that existed the impact of exchange 
rate depreciation would certainly not have been 
limited to the automatic first-round effects on 
prices of internationally traded goods but would 
have spread rather quickly. If the Canadian 
economy had not been competitive interna- 
tionally at the prevailing exchange rate, as was 
the case in 1976, exchange rate depreciation 
is medicine that it would have been sensible 


to swallow. In 1980, however, the Canadian 
economy was strongly competitive internation- 
ally because of the exchange rate depreciation 
that occurred from late in 1976 through 1978. 
What has been needed since then is not more 
exchange rate depreciation but enough slack 
in domestic markets to preserve the country’s 
restored competitiveness and to facilitate 
changes in the flow of trade. A later section 
of this Report records how these changes have 
proceeded quite dramatically in the last two 
years. To have courted significant further ex- 
change rate depreciation in 1980 when the 
economy was already clearly competitive inter- 
nationally, and when the real problem was to 
avoid intensifying upward pressures on Can- 
adian costs of production that were already 
distressingly strong, would have compounded 
rather than eased Canada’s economic problems. 


fi ce The contrary argument is of course that, what- 


ever the effect on inflation and hence on our 
longer term economic problems, production 
and employment in Canada would have bene- 
fitted in the short run from lower interest rates 
and more exchange rate depreciation. In my 
view even a short-term benefit was question- 
able. Expectations and confidence play an im- 
portant role in the determination of exchange 
rates and, if financial markets and the public 
generally had been given the impression that 
the Canadian authorities were disposed to ac- 
cept an inflationary solution to their problems 
by allowing the foreign exchange value of the 
Canadian dollar to decline freely, that value 
would probably have dropped sharply and un- 
predictably in a market dominated by specu- 
lation. In that event strong measures to restore 
order would have become imperative, and those 
measures would have been more prejudicial to 
production and employment in Canada than 
anything that happened in 1980. 

Those are considerations that underlay the re- 
sponse of the Bank to the extraordinary devel- 
opments during 1980 in U.S. financial markets. 
That response was, | believe, both moderate 
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and consistent with the Bank’s aim of keeping 
the way open for the Canadian economy to 
move gradually to lower rates of inflation and 
lower rates of interest in the years ahead. While 
it was a response that was not triggered by 
current movements of M1, it was compatible 
with the operating objectives of our M1 targets, 
namely, to moderate the rate of monetary ex- 
pansion in Canada, and the trend of M1 re- 
mained within the target range during the year. 

| might note in passing that many other coun- 
tries experienced problems similar in kind as 
a result of the volatility of U.S. interest rates. 
For some countries the movements induced in 
their exchange rates with the U.S. dollar were 
larger than for Canada but on the other hand 
the proportion of their transactions denomi- 
nated in U.S. dollars to the size of their econ- 
omies is less than for Canada. In Canada’s case 
that proportion is very high, mainly because of 
our geographic location. 


The Last Five Years 

| wish now to comment on the view of some 
people that the approach being followed in 
Canada to deal with inflation has not worked 
and will not work. 

We in the Bank certainly hoped in 1975 that 
by 1980 the rate of inflation would be less than 
it turned out to be. The rate of inflation in 1980 
was in fact not significantly less than in 1975. 
What is more disturbing, the rate of inflation 
in 1980 was higher than it had been in the 
years immediately preceding and was showing 
some tendency to rise further. The short-term 
prospects for food prices are not good, and 
further increases in energy prices lie ahead. 
Despite a general expectation of some easing 
in markets in 1981, expectations of continuing 
high inflation are strong. These expectations 
are contributing to and being reinforced by a 
rising trend in wage settlements. The problem 
of containing inflation in Canada has certainly 
not been resolved. Why is that? 






































Perhaps the first thing to say is that it was 


never realistic to suppose that the inflationary 
surge unleashed in Canada and elsewhere in 
_the late 1960s and the first half of the 1970s 
-would be contained either easily or quickly. 


Looking back at the economic history since 
World War II it is clear that it took a long time 
to erode public confidence in the future value 
of money. To restore it will require sustained 
efforts and much patience. In this matter five 
years is not a long time. This is particularly the 


| case when, as in Canada, the approach to con- 
taining inflation has been gradualist in char- 
-acter. Gradualism in this matter has obvious 


advantages, but among its disadvantages are 
that adverse developments can check progress 
for long periods. 

One development since 1975 that has been 
adverse from the point of view of reducing 


inflation is that the cost of foreign currencies 


in terms of Canadian dollars has risen on av- 
erage by about 20 per cent. This decline in the 
foreign exchange value of the Canadian dollar 
was largely the delayed consequence of higher 
rates of cost and price inflation in Canada than 
in the United States over most of the decade 
which preceded it. The point that is relevant 


here is that the exchange rate decline caused 
-appreciable further additions to Canadian costs 
-and prices while it was occurring and _after- 


wards. In view of the large size of the exchange 
rate change it is gratifying that these additions 
have not been greater than they have. That they 


have not seems to be due primarily to the fact 


that the initial impact was incurred while the 
1975-78 anti-inflation program was still in force 
and cost and price pressures from other sources 
were less than they have since become. 
Another development that has made a major 
contribution to the relatively poor performance 
of costs and prices in Canada in recent years 
is that the effective capacity of the economy 
to produce without overheating has grown at 
a much slower rate than it did earlier. One 
indicator of this is the recent disappearance of 


the growth of over-all productivity (real GNE 
per person employed) as measured by the Na- 
tional Accounts. This development was not 
foreseen by economic analysts nor was_ it 
peculiar to Canada. The reasons for it are not 
clear, though contrary to much popular opinion 
it does not appear in Canada to have been due 
to a decline in the over-all rate of gross business 
investment in plant and equipment. Whatever 
the reasons, the effect was that the pressure of 
demand on supply for the economy as a whole 
moderated much less than appeared on the 
basis of previous criteria, and the market re- 
straint on cost and price increases was thus 
less than it was commonly considered to be. 
This was particularly the case in 1979. My 

Report of a year ago presented the evidence 
that during 1979 much of Canadian industry 
was Operating at or close to its effective 
capacity. The situation has been somewhat 
easier since then, but for a number of industries 
that export or that compete with imports the 
level of demand relative to supply was also high 
in 1980. In short, the demand-supply balance in 
the economy in the last few years has by and 
large not been conducive to a moderation of 
inflation. 

The increase in petroleum prices has been 
another impediment to the reduction of infla- 
tion in Canada in recent years. The Canadian 
economy has of course been much sheltered 
from this development, but even so it has added 
appreciably to Canadian costs. | do not regard 
increases in the price of one commodity rel- 
ative to another as a valid reason for a general 
acceleration of the rate of inflation because in 
a less inflationary environment faster-than- 
average increases in some prices would tend 
to be offset by slower-than-average increases 
in others. But in the inflationary environment 
that we have had, there is a tendency for any 
cost or price increase to be accepted as an 
adequate reason for other cost or price in- 
creases. Individual price shocks thus accelerate 
the inflationary process more than they other- 
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wise would. This is going to be a continuing 
problem in Canada as we catch up with the 
rise in world oil prices. 

Throughout the last five years the Bank of 
Canada has been committed to bringing about 
a gradual reduction of the rate of monetary 
expansion in Canada as its contribution to the 
reduction of inflation. To assist it in this task 
the Bank has paid particular attention to M1. 
During the past two years M1 has grown at an 
average rate of about 7 per cent compared with 
peak rates of about 14 per cent during 1972 
and 1973. Interest rates have risen quite a lot 
over the period, especially during the past three 
years. Whereas for much of the 1970s short- 
term interest rates were below the rate of in- 
flation, in 1980 they were on average above 
it by a margin that was typical before 1970. 
It appears in retrospect that monetary policy 
would have been better if there had been a 
more rapid reduction of M1 growth rates during 
1975 to 1977, but there is no doubt that it has 
been firmly anti-inflationary since then. 

During the last half of the 1970s fiscal policy, 
as measured by the spending of the Government 
of Canada and the provinces, was much less 
expansionary than it was in the first half. The 
various governments have recognized that the 
economic situation has changed, and they have 
tried, and generally managed, to reduce the 
growth in their spending to that for the econ- 
omy as a whole. The provincial governments 
taken together have also succeeded in reducing 
their fiscal deficits though there is a great dis- 
parity in their individual situations. The Gov- 
ernment of Canada, however, has experienced 
a large and growing over-all deficit, and in the 
last few years its net borrowing requirements 
have been of the order of 4 per cent of Gross 
National Expenditure. From the point of view 
of dealing with inflation, this was an uncom- 
fortably large deficit for the Government of 
Canada to have at a time when the level of 
economic activity relative to the economy’s 
demonstrated capacity was as high as it then 
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was. | am pleased that in the last budget the 
Government recognized the need to reduce its — 
over-all deficit in the years ahead. 

The above considerations seem to me to ex-_ 
plain why Canada has made only limited pro- 
gress since 1975 in containing inflation. The 
reason is not that the anti-inflationary financial 
policies followed were misconceived but that 
they were pursued with such gradualism that 
they did not succeed in dominating the influ- 
ences that were working in the opposite direc- 
tion. This view is further developed in the next 
section of this Report. If we in Canada are to 
have more success in dealing with inflation 
inthe future we must make sure that public 
financial policy is sufficiently strongly anti- 
inflationary to cope with the economic circum- 
stances that emerge. 

The slow progress to date in dealing with 
inflation is unfortunate from many points of 
view. Perhaps the most serious penalty is that 
the continuation of high rates of inflation has 
further embedded them into people’s practices 
and expectations, making them harder to deal 
with. Just as price stability had a tendency to 
be self-perpetuating when it existed because 
people regarded it as natural, so inflation de- 
velops a tendency to be self-perpetuating as 
people come to regard it as inevitable. This 
state of mind is difficult to change. It responds 
skeptically to statements of good intentions. It 
wants to be shown, not told. That is the prob- 
lem we face. 


What does all this portend for the future? It 
means that the struggle with inflation will be 
‘front stage, centre’ for quite a while to come. 
One may not welcome that but it cannot be 
avoided. 

As for the Bank of Canada, we find no reason 
to modify greatly the approach that we have 
evolved in the past several years. In mid-Feb- 
ruary, 1981, we announced a further revision 
to our targets for the growth of M1, from limits 



































of 5 to 9 per cent per year based on the average 
level of M1 for the second quarter of 1979 to 
limits of 4 to 8 per cent based on the average 
for three months centred on September 1980. 
At that time the trend of M1 was well within 
the target band associated with the new target 
range. The Bank recognized that the new target 
range for M1 was low relative to the current 
growth of national expenditure but believed 
that a relatively low target range was necessary 
in the circumstances if monetary policy was to 
be able to provide effective resistance to infla- 
tion. The Bank will continue to be guided in 
its conduct of monetary policy not only by the 
trend of M1 but also by the other economic 
and financial developments that affect the out- 
look for inflation and economic activity in 
Canada. It remains the Bank’s intention to en- 
sure sufficient monetary expansion to accom- 
modate as high a level of employment and 
output in Canada as proves to be consistent 
with a clearly moderating trend in the rate of 
inflation. 

The influence of monetary policy will be felt 
throughout the economy but how the economy 
will respond will depend very much on the 
reactions of the various groups within it — gov- 
ernments, business and labour. Their reactions 


will determine how much economic stress and 
strain is involved in the reduction of inflation. 

There are those in our society who are de- 
featist about reducing inflation in a market 
economy even at this early stage in the struggle. 
They offer various reasons for supposing that 
the effort cannot succeed. | think they are wrong. 
It has succeeded in other countries‘and it can 
succeed in Canada. Canadians will have to face 
up sooner or later to what is involved. 

In these paragraphs | have concentrated on 
the need to reduce inflation and how that can 
be done. But price stability is not an end in 
itself; it is a means to an end. The goal is an 
economy that performs well. That means an 
economy that is flexible and dynamic, an econ- 
omy with high rates of saving flowing into in- 
vestment in productive plant and equipment, 
an economy that provides incentives for hard 
work and imaginative enterprise, an economy 
that can meet the challenge of world compe- 
tition. That is the kind of economy that will 
generate not only high employment but varied 
and challenging jobs that develop human 
potentials. Canadians want that kind of econ- 
omy, but we won't get it without restoring con- 
fidence in the value of money. The role of 
money is too important for that. 
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The Economy in Perspective 





Economic developments in any single year are 
largely determined by economic forces and 
policies set in train over preceding years. Ac- 
cordingly, after a brief account of economic 
developments in 1980, this section of the Report 
reviews the way in which some of the broad 
economic issues currently facing Canada 
emerged in the course of the 1970s. 


Developments in 1980 
The Canadian economy turned in a good per- 
formance in 1980 in some major areas, real- 
izing strong gains in external trade, a very high 
rate of investment in plant and equipment, and 
an increase in employment that compared well 
with historical experience. At the same time, 
the economy was characterized by high infla- 
tion and the output of goods and services was 
little changed. 

Total spending (Gross National Expenditure in 
Current dollars) is estimated to have risen by 
about 11 per cent, somewhat less than in the 
previous year. However, the over-all rate of 
inflation remained about as high as in 1979 
under the pressure of both foreign and domestic 
forces. World prices of industrial materials and 


precious metals rose sharply early in the year, 
reflecting the strong demand that built up in 
the United States through 1979 and into the 
early part of 1980, further steep increases in 
world oil prices, and reactions to political and 
military developments in the Middle East. This 
inflationary burst was given added impetus by 
an associated surge in inflation expectations in 
the United States that for a while made storable 
commodities appear cheap relative to paper 
assets. Later in 1980 poor harvests in a number 
of countries triggered a sharp rise in the prices 
of grains and some other foodstuffs. These 
developments, allied with an already high un- 
derlying rate of inflation among industrial coun- 
tries not countered by strength in the Canadian 
dollar, resulted in substantial upward price 
pressures for the large part of the Canadian 
economy that is closely linked to international 
trade. Although the domestic capacity to supply 
came under less strain in 1980 than in the 
previous year, market conditions were suf- 
ficiently buoyant, particularly outside central 
Canada, to induce a strong increase in em- 
ployment. The advance in money wages ac- 
celerated during the year, and the resulting 
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faster rise in production costs was reinforced 
by a further decline in output per worker. Food 
price increases were slightly less than in the 
previous year, but they were still high; as in 
other countries domestic energy prices in- 
creased faster, pushing up both consumer prices 
and producer costs. 

The pattern of economic activity in 1980 was 
rather uneven. Production slackened in the first 
half of the year but in the final months the 
economy showed considerable buoyancy. An 
important element in the initial slowing was 
the weakening of U.S. and overseas markets as 
real incomes were squeezed by inflation and 
credit conditions were tightened sharply, par- 
ticularly in the United States. Domestically, 
demand also slackened because of similar in- 
fluences. In the second half of the year the U.S. 
economy picked up somewhat and Canadian 
activity received a strong boost through sharp 
gains in foreign trade. The substantial improve- 
ment in Canada’s export and import perform- 
ance in 1980, discussed in detail in the next 
section of the Report, was in large measure 
attributable to our continued very favourable 
international competitive position. This com- 
petitive strength has been a key factor in the 
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recent vigorous domestic investment perform- 
ance of many Canadian industries. 


The Past Decade 

In most important respects the experience of 
the 1970s as regards over-all economic per- 
formance falls rather naturally into two main 
periods. Over the initial years of the decade, 
partly through policies that were too expan- 
sionary and partly through bad fortune, most 
nations including Canada became caught up 
in increases in total spending and a surge of 
inflation virtually without historical parallel in 
its scope and intensity. In consequence, the 
more recent years of the 1970s have been dom- 
inated by efforts in most countries to contain 
the rise in aggregate spending, bring inflation 
under control and restore the basis for sustained 
economic expansion. Two of the major indus- 
trial nations, West Germany and Japan, began | 
to combat inflation relatively early in the period, | 
whereas in others the shift was either 
less clear-cut or more delayed. In Canada, 
policies giving increased priority to countering 
inflation have been pursued since 1975. | 


The First Half: The Inflationary Surge 
In the latter part of the 1960s world inflation | 
already showed a distinct if still rather gradual | 
tendency to escalate. Demand pressures showed | 
up first in the United States, largely associated | 
with the Vietnam War, and later elsewhere. | 
Fiscal and monetary policies were tightened in 
a number of countries between 1968 and 1969 | 
and this produced a moderate economic slow- | 
down. Soon, however, policies were switched | 
back in an expansionary direction throughout | 
virtually all the industrial world. A distinctive 
feature of the upswing was the way it was | 
supported by a pronounced move to expan- | 
sionary fiscal and monetary policies in all the - 
major industrial countries, with scant recogni- 
tion of the international repercussions. This | 
unusual willingness of so many countries to! 
resort simultaneously to easy financial policies, | 
































particularly easy monetary policy, appears to 
have been motivated to an important extent by 
the international payments imbalances which 
in the end led to the breakdown of the pegged 
exchange rate system. In these circumstances 
countries tended either to feel themselves freed 
from earlier balance of payments constraints on 
more stimulative domestic policies or to feel 
themselves under pressure to expand domestic 
liquidity in order to avoid the supposedly ad- 
verse effects of exchange rate appreciation. 

_ The generalized shift to expansionary policies 
resulted in a reverberating boom as countries 
saw their domestic expansion strongly sup- 
ported by vigorous demand for exports. At the 
same time the rate of inflation began to ac- 
celerate. Demand pressures showed up quickly 
in commodity markets. They were aggravated 
‘in part by such accidents as poor grain harvests 
in 1972, but the subsequent surge in the prices 
of industrial materials was entirely attributable 
‘to the boom in spending and mounting spec- 
ulation in an inflationary environment where 
the cost of credit was held relatively low. 
By 1973 the dangers of spiralling inflation 
began to outweigh other considerations and 
‘policies began to be tightened. This process 
had not gone very far, however, when the 
world economy was struck by a massive in- 
crease in energy prices arising from OPEC 
actions in late 1973 that resulted in a near 
quadrupling of the international price of oil. In 
these circumstances the middle years of the 
1970s were marked by strong upward pressures 
on costs, downward pressures on real incomes 
and sluggish economic activity. 

The demand policies pursued in Canada in 
ithe early 1970s fit quite closely the general 
‘picture of policy developments in industrial 
‘countries that has been sketched above. Fiscal 
‘policy was geared to expansion. Government 
‘spending, especially at the federal level, was 
‘boosted at a pace that came to outstrip by a 
wide margin the already steep advance in total 
‘spending in the economy. Revenues also rose 





rapidly, but largely on account of rapid infla- 
tion and a pace of economic activity that was 
unsustainably high. In 1973 monetary policy 
was turned in a restrictive direction but never- 
theless accommodated a high rate of spending 
and inflation. Domestic short-term interest rates 
rose rapidly during 1973 and the first half of 
1974. There was at the time some concern 
about these increases, but in fact they remained 
low relative to an inflation rate that was rising. 
Thus the rate of monetary expansion stayed 
comparatively high. 

The looseness of Canadian policies in this 
period reflected some elements besides a lag- 
ging appreciation of the inflationary momentum 
that was building up under the pressures of 
demand. One of these was a continual concern 
to minimize upward pressure on the exchange 
value of the Canadian dollar. Canada had al- 
lowed its currency to float in exchange markets 
in the spring of 1970 — earlier than other coun- 
tries — resulting in an initial appreciation. Re- 
luctance to see a further major rise stemmed 
from a fear of short-run adverse consequences 
for activity in export and import-competing in- 
dustries. Linked to this concern was another 
problem, namely, a failure to recognize the 
extent to which the economy in general and 
the labour market in particular were coming 
under strain. Although output and employment 
were rising vigorously over much of the period, 
the over-all unemployment rate stayed persist- 
ently high by the standards and expressed goals 
of the 1960s. Even at the low point of 5 per 
cent that was finally reached in mid-1974 the 
unemployment rate was regarded as rather high. 
In retrospect it is apparent that the meaning of 
the conventional measure of unemployment as 
an indicator of ease or tightness in the labour 
market had altered in a major way, reflecting 
the changed demographic composition of the 
labour force, the effect of more generous un- 
employment benefits introduced in 1971 and 
the strong expansion of multi-earner families. 

With costs and prices in Canada rising very 
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sharply in 1974, in a climate where existing 
inflationary pressures were reinforced by policy 
efforts to sustain a strong expansion of econ- 
omic activity, our inflation performance was 
turning out to be considerably worse than that 
of our main trading partners, especially the 
United States. Consequently the cost competi- 
tiveness of Canadian industry began to deteri- 
orate. Also, after 1973 the U.S. economy slowed 
sharply and the market for Canadian exports 
contracted. With a sharp slide in the volume 
of exports, activity in Canada also weakened 
notwithstanding the efforts here to support de- 
mand. By 1975 the economy was suffering from 
a combination of intense domestic cost pres- 
sures, continued very high price inflation, and 
sluggish output. 








The Second Half: 

Containing and Reducing Inflation 

The combination of persisting inflationary 
Pressures and the shift to generally more re- 


strained fiscal and monetary policies resulted 
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in an abrupt slowing in economic activity among 
the main industrial countries in 1974-75 as they 
attempted to cope with the income, inflation 
and balance of payments fall-out from earlier 
policies and the oil price shock. As economic 
slack increased, inflation pressures tended to 
ease, particularly in the United States, West 
Germany and Japan. By the latter part of 1975 
activity was recovering quite smartly in these 
countries. However, all three economies were 
digesting price pressures and losses in real in- 
comes due to the oil price shock, and conse- 
quently demand policies were much more cau- 
tious than a few years before. In the years that 
followed both West Germany and Japan pur- 
sued policies that continued to give priority to 
containing and reducing inflation. However, 
U.S. policies after 1976 were oriented towards 
an early speedup in economic activity under 
the belief that there was considerable unused 
Capacity in the economy that could be taken 
up without reviving stronger inflationary 
pressures. This view turned out to be over- 
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optimistic. By 1979 the United States was again 
in a situation of tight markets, worsening infla- 
tion and escalating inflation expectations. This 
was not a situation in which the economy could 
cope well with the price pressures from energy 
and food that also developed. In these circum- 
stances U.S. monetary policy was set on a 
tighter path from the autumn of 1979. 

Largely dominated by the situation in the 
United States, the international economic con- 
ditions facing Canada in the second half of the 
1970s were initially ones of expanding markets 
but relatively moderate external price increases. 
More recently the international environment 
has been less favourable with growth in output 
slowing but with price pressures having gained 
in intensity. Regarding supply the initial de- 
velopments were relatively favourable. Food 
prices in North America were held down from 
late 1975 through 1976 by better harvests and 
a cyclical oversupply of beef. Also, world oil 
prices remained relatively steady in U.S. dollars. 
However, in the latter part of the 1975-80 
period events have been more adverse in this 
regard. Very sharp increases in OPEC oil prices 
took place in early 1979 and further major 
upward adjustments have been posted since; 
food prices in more recent years have also 
tended to rise faster than the prices of other 
consumer items, reflecting in part the cyclical 
downturn in North American livestock produc- 
tion and more recently poor grain harvests in 
a number of countries. 

A special influence affecting both demand for 
Canadian output and domestic inflation directly 
has been the substantial depreciation of the 
Canadian dollar. This decline, which took place 
over the two years from late 1976 to late 1978 
and reduced the average exchange value of the 
Canadian dollar against other major currencies 
by some 20 per cent, in large measure appears 
to have been a delayed market reaction to the 
earlier loss of international cost competitive- 
ness. To that extent it meant that some of 
the upward pressure on Canadian costs that 
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emerged in the first half of the 1970s only 
showed up in prices in more recent years. 
Viewed from another angle, by rapidly restoring 
Canada’s competitive position this depreciation 
paved the way for the strength in export and 
import-competing industries that has emerged. 
However, the exchange rate adjustment would 
only bring about this improvement if a gener- 
alized domestic inflationary reaction could be 
avoided. During most of the period of exchange 
rate depreciation demand conditions and infla- 
tion expectations in Canada were sufficiently 
restrained to avoid such a reaction. 

As was noted earlier, in 1975 Canadian pol- 
icies shifted towards combatting inflation. In 
October the Government announced a pro- 
gram, of which the principal elements were: 
fiscal and monetary policies aimed at increas- 
ing total demand and production at a rate con- 
sistent with declining inflation; government 
expenditure policies aimed at limiting the 
growth of public expenditures and the rate of 


increase in public service employment; a con-— 


sideration of possible structural policies to try 
to deal with the special problems of energy, | 
food and housing, to ensure a more efficient 


and competitive economy and to improve. 


labour-management relations; and a_ prices 


and incomes policy providing for mandatory. 
guidelines. These guidelines were phased out. 


during 1978. 


The Bank of Canada embarked in 1975 on a- 


policy designed to help gear down the pace at 


which total spending was increasing by grad-— 


ually moderating the rate of monetary expan- 


sion. The Bank has implemented this policy by | 
specifying a series of interim target ranges for | 
money growth defined in terms of M1 — cur-. 
rency and chartered bank demand deposits. | 
Over the past five years these targets have been | 
gradually reduced from an initial range of 10- | 
15 per cent annual growth to the present range — 
of 4-8 per cent growth announced in February | 


1981. In line with these targets the expansion 


of M1 has gradually slowed, although the effect | 
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of the slowing was reduced by virtue of the 
fact that innovations in banking practices led 
to economies in the amounts of demand deposit 
balances required in relation to any given level 
of spending. However, even when develop- 


ments of this kind are allowed for, monetary 
expansion has been reduced over these five 
-years or so, and has been accompanied by 
short-term interest rates that are once again 


higher than the rate of inflation. 

The adoption of more restrained fiscal poli- 
cies, a shift apparent at the provincial and local 
as well as the federal level, resulted in an 
appreciable slowing in the expansion of gov- 
ernment spending. In the five years through 
1980 the rate of advance in outlays for all 
levels of government averaged about one third 
less than in the preceding five, and ran roughly 
at the same pace as total spending in the econ- 
omy. At the same time, however, revenue 
growth also slowed considerably except in those 
areas where oil and gas revenues are important. 
This deceleration, besides reflecting the less 
rapid growth of the tax base and the reduction 
in inflation-induced increases in personal in- 
come taxes with the introduction of indexation 
from 1974, also was the result of tax cuts 
largely aimed at boosting private demand. In 
large measure as a result of the sharp advances 
in resource revenues, the deficit of the total 
government sector stayed at some 2-3 per cent 
of GNE, the proportion to which it had risen by 
1975. However, within this total the federal 
Government's deficit expanded further as its 
revenues lagged; in the most recent years the 
deficit of the federal Government has averaged 
approximately 4 per cent of GNE. 

In the first couple of years of this period an 
appreciable reduction in domestic inflation oc- 
curred. Markets were less buoyant than before, 
while other direct domestic and foreign influ- 
ences on prices were generally relatively 
favourable. Food costs were held down by spe- 
cial supply conditions and the increase in money 
wages was slowed under the impact of the 


guidelines imposed under the anti-inflation pro- 
gram. Thus, even though the Canadian dollar 
began to fall sharply from late 1976, the feed- 
back into domestic costs of production and 
again into prices was unusually restrained. 

Early in 1978, however, domestic inflation 
began to accelerate. One reason was that the 
dismantling of the Anti-Inflation Board provided 
scope for some ‘‘catchup”’ in wage settlements. 
Another was the increased buoyancy of markets. 
The sharp depreciation of the Canadian dollar 
had increased the competitiveness of Canadian 
production to the point where bottlenecks and 
Capacity constraints began in the autumn of 
1978 to emerge over a wide range of industries. 
Labour markets generally also began to tighten 
up again around this time. The rise in labour 
costs has speeded up under the impact of larger 
increases in money wages and further declines 
in output per worker. 

To these influences on inflation were added 
external pressures which turned markedly more 
adverse after 1977. By 1979, spurred by mount- 
ing inflationary demand in the United States, 
the prices of Canadian exports and imports 
were advancing at annual rates of 19 and 13 
per cent respectively, even excluding the oil 
and gas components, and inflation measured 
by the deflator for GNE had again risen above 
10 per cent. Recently the Consumer Price Index 
has been moving up at a higher rate. 

Economic activity rebounded sharply after the 
recession of 1974-75 — production grew by 
almost 7 per cent in the four quarters ended 
in the middle of 1976 — but in more recent 
years the increase has averaged around 2 per 
cent annually. Given the relatively low average 
rate of growth of output during this period, it 
might be assumed that the economy was pro- 
ducing much below its potential. However, this 
is not at all the case. The sharp reduction in 
the growth of productivity since 1973 — not- 
withstanding substantial expansion in the cap- 
ital stock and well sustained growth in em- 
ployment — implies that the potential for output 
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growth over the period was lower than was 
generally assumed to be the case. With any 
over-all slack in the economy not exceeding 
relatively modest proportions, and with weak- 
ness in some regions, industries, or segments 
of the labour market offset by considerable 
tightness in others, the conditions were not 
favourable to much slowing of inflation in 
Canada. 

In summary, the recent over-all performance 
of the Canadian economy is very much the 
product of forces that have been in operation 
for some time. The slowing in the advance of 
total spending that has been realized in the last 
five years or so has indeed been rather gradual, 
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so that the over-all adjustment towards a less 
inflationary economy has been correspondingly 
extended. Expectations of inflation have re- 
mained strong. Furthermore the economy in 
recent years, and perhaps more than in the 
earlier part of the 1970s, has been subjected 


to inflationary shocks whose effects have not 


yet been fully absorbed. Moreover, because the 


slower trend of real growth in the past several — 
years reflected to an important degree a 
reduction in the growth rate of productivity and 
potential output for the economy, the pressure 


of demand on the economy has been greater, 
and the over-all capacity to supply has been 
less, than was earlier commonly supposed. 






































_ The strong recovery in Canada’s international 
competitive position flowing from the decline 
‘in the foreign exchange value of the Canadian 
dollar in 1977 and 1978 laid the foundation 
for a remarkable strengthening in our balance 
of international payments in 1980. A sharp rise 
‘in the surplus on merchandise trade resulted 
in a reduction of the current account deficit to 
‘its lowest level in six years. Moreover, the clear 
improvement in Canada’s underlying balance 
of payments position contributed to a height- 
ened interest by foreign investors in Canadian 
dollar long-term securities through much of 
11980. 
_ The upward trend of production costs in 
Canada has accelerated in the past two years 
but a similar deterioration has occurred in the 
United States, by far our largest trading partner. 
In these circumstances, the distinct improve- 
/ment in the competitive position of Canadian 
suppliers relative to U.S. suppliers that had 
taken place after 1976 was only slightly eroded 
in 1980. Over the period as a whole, there has 
been a comparable improvement in Canada’s 
competitiveness relative to Japan and an even 
larger gain relative to our major European trad- 
ing partners. 

The adjustments to Canada’s trade flows in 


Canada’s Balance of International Payments 


the wake of the recovery in our competitive 
position have taken time. New and expanded 
markets could only be developed as current 
and potential buyers, both at home and abroad, 
were induced to switch to Canadian goods and 
services. Moreover, increases in output could 
only be achieved quickly to the extent that 
there was spare productive capacity. 

In fact, output in many Canadian tradeable 
goods industries began to press against pro- 
ductive capacity from late 1978, limiting the 
improvement in our trade balance. Such pres- 
sures also led firms to proceed with plans to 
expand their capacity. In the first instance, the 
relatively high import content of production 
equipment being put in place added consid- 
erably to the import bill. In 1980, as capacity 
constraints in the economy eased with the 
slowing in domestic demand and the coming 
on stream of new plant and equipment, the 
adjustment of trade flows to the stronger inter- 
national competitive position became more 
apparent. 

This adjustment occurred in the face of cycl- 
ical conditions abroad that were less favourable 
to an expansion of exports than had been the 
case in the previous few years. In the United 
States real GNP was virtually unchanged in 1980 
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Major influences 
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and activity in some areas of that economy of 
particular importance to Canadian suppliers - 
new automobiles and housing — declined mark- 
edly. The rate of growth in the five largest 
overseas industrial economies also slowed, par- 
‘ticularly for those in Europe, to around 21/2 per 
‘cent in 1980, not much more than half that 
‘recorded in the previous year. 

Canadian trade in automotive products with 
ithe United States over the past two years has 
‘been affected by a marked shift in demand in 
‘the United States away from larger North 
“American model cars in which Canadian pro- 
duction has been concentrated. This led to par- 
‘ticularly sharp declines in Canada’s automotive 
“exports. Imports from the United States, how- 
‘ever, did not drop until 1980 when sales of 
“North American cars weakened here as well; 
‘imports of U.S. commercial vehicles also fell 
off from their high 1979 level. As a result, our 
deficit in automotive trade with the United 
'States, which had widened from $0.5 billion 
in 1978 to $3 billion in 1979, narrowed in 











/1980 to $2.1 billion, with much of the im- 


/provement occurring in the second half of the 
| year. 
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Two other important areas of our trade - 


wheat and energy - were also affected by 
rather special influences. The volume of wheat 
“exports, which had been curtailed by trans- 
/portation and handling difficulties in 1979, 


recovered sharply in 1980. At the same time, 
world wheat prices rose further so that the 


value of wheat exports nearly doubled to a 
record $4.1 billion. In contrast, Canada’s net 


trade position in crude oil and natural gas 
| swung from a surplus of $1 billion in 1979 to 
'near balance in 1980; our deficit on crude oil 


{ 


doubled to $4 billion but this was partly offset 
_by a further increase in the value of our natural 
| gas exports. 


The net surplus in the above three rather spe- 


cial categories of trade combined rose by $1.6 


billion in 1980 to $2 billion. More importantly, 


the surplus on Canadian trade in the broad 


range of other goods, which comprised over 
70 per cent of total merchandise trade, rose 
even more strongly than in 1979, by $2.4 bil- 
lion, to reach $6 billion. This gain occurred 
despite a further widening in our deficit on 
trade in manufactured end products. Over-all, 
Canada’s trade surplus doubled in 1980 to a 
level of $8 billion. 

Improved competitiveness and easing demand 
pressures in Canada in 1980 importantly affected 
the import side of our trade flows. In marked 
contrast to the growth of 11 per cent in volume 
terms in the previous year, imports of goods 
other than U.S. automotive products and oil 
are estimated to have risen by 3 per cent in 
1980. Among the major components, the rate 
of growth of machinery and equipment imports 
decelerated from almost 20 per cent to 5 per 
cent, returning to a rate much in line with that 
of corresponding business investment. Fixed 
investment by both export-oriented and import- 
competing industries, undertaken to take ad- 
vantage of improved sales prospects at home 
and abroad, appears to have been particularly 
buoyant in the past two years, increasing con- 
siderably faster than business investment as a 
whole. Among other major import categories, 
the inflow of industrial and construction ma- 
terials decreased in 1980 in volume terms, 
partly reversing the increase of 15 per cent in 
1979 when business inventory accumulation 
had been strong and constraints on productive 
capacity had diverted some purchases to for- 
eign suppliers. 

The volume of merchandise exports other than 
automotive products to the United States, wheat, 
oil and gas is estimated to have increased by 
6 per cent in 1980, about one half the gain in 
each of the previous two years. This slower 
growth broadly reflected the weaker demand 
conditions among our major trading partners. 
Primary iron and steel exports, however, in- 
creased by more than in 1979 when they had 
been constrained by capacity limitations, while 
shipments of non-ferrous metals and minerals 
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recovered from strike-affected levels. Highly 
manufactured goods, one of the components 
of exports that is more readily influenced by 


_ changes in relative prices, have been a dynamic 


component in the past three years, increasing 


-in volume by roughly 20 per cent in 1978 and 
1979 and by a further 8 per cent in 1980. As 
a result, their share in total exports excluding 


the special categories increased from about 30 


| per cent for the five years prior to 1978 to 37 
imper cent in 1980. 


Trade in services too has been significantly 


affected by the shift in relative prices in 
Canada’s favour. Our deficit on international 
travel improved substantially in 1979 to the 
lowest level since 1975 and was little changed 


in 1980. However, the deficit on the other 


components of the services account, such as 
net interest and dividend payments to non-res- 
_idents, widened further. Over-all, the deficit on 
services and transfers is estimated to have in- 


creased by about $0.4 billion in 1980, much 
the same as in the previous year. As a result, 


_ the rise in the trade surplus led to an almost 
| equivalent improvement in the current account 


deficit to about $1.5 billion from $5 billion in 
each of the previous two years. In relation to 
GNP, the current account deficit decreased to 
0.5 per cent from the levels of 2 per cent or 
more that had prevailed in the previous five 
years. 

In respect of capital flows, there was an ap- 
preciable increase in non-residents’ demands 
for Canadian dollar long-term portfolio invest- 
ments in 1980. Their purchases of outstanding 
Canadian stocks are estimated to have resulted 
in a net capital inflow of around $1 billion 
despite net sales in the final quarter of the year. 
This inflow was nearly three times as large as 
in 1979. Heightened non-resident interest in 
bonds denominated in Canadian dollars led to 
a net capital inflow estimated at over $1 billion 
during 1980, about twice that in the previous 
year. As a result of these non-resident acqui- 
sitions of Canadian securities, net long-term 


capital inflows other than those arising from 
federal Government borrowing abroad were 
somewhat larger in 1980 than in either of the 
previous two years. The federal Government 
had raised $2.5 billion in foreign long-term 
capital markets in 1978 and $1.6 billion in 
early 1979 in order to replenish official ex- 
change reserves but was absent from those 
markets in 1980. Provincial and municipal bor- 
rowers also decreased their recourse to foreign 
bond markets and to syndicated loans in 1980, 
but this decline was largely offset by higher 
corporate borrowing abroad. A rise in the net 
outflow of capital resulting from direct invest- 
ment transactions reflected increased acquisi- 
tions by Canadians of foreign-owned assets in 
Canada as well as higher direct investment 
abroad. 

The combined total of the current and long- 
term capital accounts of the balance of pay- 
ments, often referred to as the ‘‘basic balance’”’, 
is estimated to have recorded a deficit of less 
than $4/4 billion in 1980, a marked contrast to 
the deficits of $2.3 billion and $1.7 billion in 
the previous two years that occurred despite 
the substantial federal Government long-term 
borrowing abroad. At the same time, however, 
short-term interest rates in Canada rose less 
from 1979 to 1980 on average than did those 
on U.S. dollar assets; indeed interest rates on 
some Canadian instruments were on average 
lower than those on competing U.S. dollar se- 
curities. The resulting decrease in the attrac- 
tiveness of short-term investment in Canada 
seems to have counteracted the positive effect 
on the external value of the Canadian dollar 
of the other forces referred to above and the 
average level of the exchange rate changed 
little between 1979 and 1980. At the same 
time, there were substantial movements in the 
exchange rate during the year, importantly re- 
flecting shifts in differentials between short-term 
interest rates in Canada and the United States. 
These developments are discussed in the next 
section of the Report. 
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Financial Developments and Bank of Canada Operations 


This section of the Report contains a more 
detailed description of the movements of interest 
rates and the exchange rate during 1980 
and the effects of these interest rate develop- 
ments on various monetary aggregates and cred- 
it variables. It also reports on the operations 
undertaken by the Bank of Canada in respect of 
monetary policy and its operations as agent for 
the Government of Canada in respect of the 
public debt and the Exchange Fund Account. 


Short-term Interest Rates, 

the Exchange Rate and Monetary Policy 
Financial markets in Canada were confronted 
during 1980 with generally unsettled interna- 
tional financial conditions, particularly the un- 
precedented fluctuations in interest rates in the 
United States. As explained in the first section 
of this Report, the course followed by the Bank 
of Canada was to moderate the amplitude of 
the swings in short-term interest rates in Canada 
relative to those in the United States with the 
result that the impact of the movement in U.S. 
interest rates fell partly on Canadian interest 
rates and partly on the foreign exchange value 
of the Canadian dollar. Quite apart from the 
problems posed by these movements in U.S. 
rates, the rapid pace of monetary expansion in 
Canada in the second half of the year called 
for a response in the form of a substantial rise 
in short-term rates here. 


Three major swings in short-term interest rates 
during the year can be readily identified. The 
initial run-up in interest rates reached a peak 
in April. Rates declined sharply thereafter and 
the downward trend continued through the 
summer. Another upswing began in the early 
autumn and by the end of the year short-term 
interest rates had surpassed the peak levels 
reached in the spring. Differences in both the 
extent and timing of the movements in interest 
rates in Canada and the United States led to 
very wide swings in the differentials between 
rates in the two countries which had a marked 
influence on the course of the Canadian dollar 
exchange rate during the year. 

During the early months of 1980 there was 
an upward surge in U.S. short-term rates from 
the levels of about 1314/2 per cent that had pre- 
vailed since the beginning of the year to above 
18 per cent by mid-April. Initially, the Bank 
resisted an upward adjustment in Canadian in- 
terest rates. The effect of the widening interest 
rate differential in favour of U.S. dollar invest- 
ments on the external value of the Canadian 
dollar was for a time offset by strong interna- 
tional capital flows into Canada, mainly related 
to favourable views about the future profit- 
ability of companies in the energy sector of the 
Canadian economy, and in fact the exchange 
rate strengthened appreciably through the sec- 
ond half of February. However, as these inflows 
moderated, the short-term interest rate differ- 
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ential between U.S. and Canadian rates of al- 
most 4 percentage points weakened the Can- 
adian dollar and it fell from u.s.$0.8757 at 
the beginning of March to U.S.$0.8334 a month 
later. The Bank of Canada responded to these 
circumstances by allowing short-term interest 
rates in Canada to rise. By mid-April these rates 
had risen from levels just below 14 per cent 
to more than 16 per cent and the prime lending 
rate of Canadian banks had been increased 
from 15 per cent to 17/2 per cent. The con- 
sequent narrowing of the differential in favour 
of investments in the United States helped to 
bring the depreciation of the Canadian dollar 
to a halt. Nonetheless at the peak levels of 
short rates in the two countries, rates on market 
paper were still 2 percentage points lower in 
Canada and the prime bank lending rate was 
24/2 percentage points lower here. 

From the peak in mid-April, there was an 
extremely sharp fall in U.S. short-term rates, of 
the order of 10 percentage points in six weeks, 
which led to a complete reversal of the situa- 
tion that had prevailed in the latter half of 
February and March. A strong tendency for 
Canadian short-term interest rates to decline 
was resisted by the Bank, and the differential 
between U.S. and Canadian interest rates moved 
in favour of the latter towards the end of April 
and averaged about 4 percentage points 
throughout May and June. These differentials, 
together with evidence of Canada’s strength- 
ening trade performance and the reduction of 
some political uncertainties following the ref- 
erendum in the province of Quebec, led to an 
appreciation of the Canadian dollar from a low 
point of U.s.$0.8334 at the beginning of April 
to a peak for the year of U.S.$0.8767 in early 
July. 

Throughout the summer Canadian rates con- 
tinued to fall while U.S. interest rates remained 
flat, with the result that differentials narrowed 
to more typical levels and the Canadian dollar 
gradually declined. In total the fall in Canadian 


short rates from the spring peak amounted to 
more than 6 percentage points. Rates eventually 
Stabilized in the vicinity of 10 per cent for 
commercial paper and 12¥/4 per cent for the 
prime lending rate. 

Late in the summer interest rates in the United 
States began to rise in response to an unex- 
pectedly strong resurgence in both economic 
activity and inflation. The pace of the increase 
in short rates accelerated through the autumn 
with rates reaching a peak in December that 
was even higher than the levels recorded in 
the spring. The peak in commercial paper rates 
was above 21 per cent while the prime rate 
reached 211/2 per cent at most large banks. As 
before, the Bank of Canada acted to moderate 
the resulting upward pressure on short-term 
rates in Canada and these rates initially rose 
much more slowly than comparable rates in 
the United States with the differential between 
them moving once again in favour of invest- 
ment in U.S. dollar assets. The differential con- 
tinued to widen until the end of November 
when both commercial paper and bank prime 
lending rates in the United States were about 
4 percentage points above comparable Can- 
adian rates. The exchange rate dropped 
below U.S.$0.84 at the end of November and 
reached a low for the year of U.s.$0.8249 on 
December 16. 

With this pressure on the exchange rate and 
indicators of monetary expansion and growth 
in total spending showing unanticipated 
strength, the Bank of Canada moved in late 
November to speed the rise in Canadian inter- 
est rates and reduce the differential in favour 
of U.S. dollar investments. Canadian short-term 
market rates rose sharply in December to levels 
in excess of 18 per cent. The banks’ prime 
lending rate rose to 1814/4 per cent. These rates 
were nonetheless still some 3 percentage points 
below comparable peak rates in the United 
States. 

The differential between short-term rates in 


2) 


the two countries moved in favour of Canadian 
dollar investments late in December and in the 
early weeks of 1981 as U.S. rates came down 
somewhat while Canadian rates remained 
relatively stable. The Canadian dollar closed 
the year at U.S.$0.8377 but during February it 
declined once again to a low of U.S.$0.8269 
and late in the month was around U.S.$0.8340. 
As noted in the first section of this Report, the 
Bank of Canada found it desirable, in the face 
of these volatile interest rate movements, to 
implement a floating Bank Rate system in which 
the Bank Rate is set at !/4 percentage point 
above the average rate on 91-day treasury bills 
at the weekly Thursday tender. The floating 
Bank Rate system provides the Bank of Canada 
with increased flexibility to respond to rapidly 
changing financial circumstances. The Bank 


Long-term Government Bond Yields‘ 





continues to use the same techniques as it did 
before to influence the behaviour of short-term 
interest rates. The principal means used by the 
Bank to exercise this influence is the control 
of the amount of cash reserves available to the 
chartered banking system. To the extent that 
the Bank deals in treasury bills, either in the 
market or by participating in the weekly tender, 
it has a direct effect on treasury bill rates. 

In order to influence the movements of short- 
term interest rates, the Bank sometimes acted 
in a particularly vigorous manner. There were 
unusually large variations in the quantity of 
cash reserves made available to the banking 
system and unprecedented amounts of treasury 
bills were purchased and sold by the Bank. 
Monthly changes in the Bank’s portfolio of 
securities are shown in Appendix Table Ill. 
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| Chartered bank Non-chequable term deposit rates 

| prime lending 5-year conventional savings rate at trust and mortgage 
Bank Rate rate mortgage rate* at banks loan companies* 
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Other Financial Developments 
| There were particularly large and rapid move- 
|ments in long-term bond yields in 1980. The 
' most pronounced rise in these yields took place 
early in the year following the announcements 
of further increases in world oil prices, the 
political and military developments in Iran and 
Afghanistan and the unexpected persistence of 
very high levels of spending in the U.S. econ- 
'omy. Long-term Government of Canada bond 
_yields rose from 11/4 per cent to almost 14 
| per cent in this period. 
_ The sharp fall-off in economic activity in North 
_ America in the second quarter and the expec- 
tation of an imminent decline in short-term 
interest rates led to a strong demand for bonds 
by investors during the spring, and yields fell 
as far and as rapidly as they had risen earlier. 
Throughout the remainder of the year bond 
'yields trended upwards but with a great deal 
/ of short-term volatility. 
| Financial institutions which had in the past 
funded a portion of their fixed-term loans and 
securities with notice and short-term deposits 
_were confronted with a narrowing in the margin 
between their interest costs and receipts at 
those times when short-term interest rates rose 
sharply, and there was a tendency for interest 
rate spreads on new business to widen as an 
| offset. 
| The variations in the Bank Rate and ce;tain 
‘lending and deposit rates at banks and other 
financial institutions are summarized in the 
above table. 

The pattern of domestic credit flows during 


1980 was also influenced by the fluctuations 
in interest rates. The volatile state of financial 
markets in the year led to the disruption from 


Differential on short-term credit rates in Canada 
Prime business loans minus 30-day commercial paper 





Cumulative financial flows from end of 1979 
Billions of dollars 


20 






General loans 





id 
- \ 


oes . 3s 
De Canadian $ x 
7” commercial paper \ 





x! . y and J : 
ee << va bankers’ acceptances ae 
+ Los \ / 
O a a —.—_____ 
ma Wholesale ae 7 
~~ rs 
4 
J F M A M J J A i O N D J - 
1980 1981 


5)5, 





time to time of a number of traditional rela- 
tionships between various interest rates in 
Canadian financial markets, providing incen- 
tives for borrowers to shift from one source of 
credit to another. Except for the flurry of new 
bond issues following the decline in long-term 
bond yields in the second quarter, there was 
an increased reliance by borrowers on short- 
term credit during the year. There were how- 
ever some rather dramatic offsetting fluctua- 
tions in the use of different sources of short- 
term credit. Unusually wide variations in the 
differential between the banks’ prime lending 
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rates and the market rates on commercial paper 
and bankers’ acceptances (as shown in the 
preceding chart) led to a very rapid growth in 
bank loans in the second quarter and again 
in December and through into the early weeks 


of 1981. At these times market-paper rates were 


relatively high compared to the banks’ prime 
rates and large corporate borrowers allowed 
substantial proportions of their commercial 
paper and bankers’ acceptance issues to run 
off and refinanced them by drawing on their 
bank lines of credit. The reverse situation took 
place during the late summer and autumn when 
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the interest rate incentives for corporate bor- 
rowers to issue bankers’ acceptances and com- 
‘mercial paper were at record levels. 

These large shifts of corporate borrowers in 
and out of the banking system required equally 
‘large movements in the deposit liabilities of the 
banks, and the banks accommodated this mainly 
by varying their bids for wholesale term de- 
‘posits. The fluctuations in these deposits are 
‘reflected in the broadly defined monetary ag- 
\gregates. Thus movements of both the broad 
“monetary aggregates and bank loans were much 
jaffected in 1980 by shifts of the flow of credit 
‘between channels. The narrow monetary ag- 
igregate, composed of currency and demand 
deposit balances (M1), which the Bank of Canada 
_uses for setting targets for monetary expansion, 
is not affected by these changes in the channels 
‘of financing. 

_ Despite the volatility of short-term interest 
rates, their average level through 1980 turned 
‘out to be broadly consistent with the Bank’s 
‘target growth range of 5 to 9 per cent for M1 
wwhich prevailed during the year. However, the 
cycles in short-term interest rates during the 
iyear did lead to some fluctuations of M1 within 
the target band and to a brief deviation below 
the lower limit of the band in the summer. 
The new target for M1 announced in February 
(1981 of a range of growth between 4 and 8 
‘per cent is measured from the average level 
‘of M1 during the three months centred on 
September 1980. This base period for the new 
target was chosen to take account of the fact 
that there have recently been some changes in 
banking practices which encourage increased 
‘economies in the use of demand deposits at 
‘chartered banks. The main change has been 
‘the introduction of daily interest savings ac- 
counts in late 1979. A small part of the growth 
in these accounts has been at the expense of 
balances previously held in personal chequing 
accounts, which are part of the demand deposit 
component of M1. The new base period is 
somewhat below the centre of the previous 























range to reflect the downward adjustment in 
the level of M1 because of these institutional 
changes. 

For practical purposes the Bank views this 
target as a band two per cent above and two 
per cent below the centre of the range. The 
average level of M1 in the final quarter of 1980 
was near the top of the new target band and 
exceeded it in November but, with the restrain- 
ing effect of the rise in interest rates late in 
1980, M1 moved to just below the centre of the 
target band in January 1981. 


Debt Management 

During 1980 there was an increase of $12.7 
billion in the par value of outstanding market- 
able Government bonds and treasury bills pay- 
able in Canadian dollars and a decrease of $1.3 
billion in the outstanding amount of Canada 
Savings Bonds. Given the net domestic debt 
financing of $11.4 billion and the total Canadian 
dollar financing requirements of $9.7 billion, 
Government cash balances increased by $1.7 
billion. At year-end the Canadian dollar cash 
balances of the Government amounted to $4.2 
billion. 

Additions to the outstanding amount of treas- 
ury bills totalled $5.5 billion in 1980, of which 
$4.1 billion came from augmenting the weekly 
auctions of 3-month and 6-month bill tenders. 
The remaining $1.4 billion took the form of 
additions to the one-year treasury bill tenders 
which occurred every four weeks. In addition 
the proceeds of a $300 million 14-day bill issue 
were used to supplement the Government's 
cash balances in early November when out- 
flows related to redemptions of Canada Savings 
Bonds temporarily exceeded the inflows related 
to sales of Canada Savings Bonds. The holdings 
of treasury bills outside the banking system rose 
by $3.6 billion to $7.8 billion, accounting for 
about two thirds of the increase in the total 
amount of bills outstanding. 

The amount outstanding of Government of 
Canada direct and guaranteed marketable bonds 
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payable in Canadian dollars rose by $7.2 bil- 
lion on a par value basis during 1980. As 
shown in Appendix Table IV, there were nine 
public offerings of such bonds over the year, 
five of which involved substantial refundings 
of maturing issues. Eight of the nine offerings 
included short-, medium- and long-term bonds 
with an extendible option offered on four of 
those occasions. The ninth offering consisted 
of an extendible bond only. Of the total of new 
marketable bonds issued in 1980, 16 per cent 
were short-term (due in three years or less), 51 
per cent were medium-term (due in more than 
three years but less than ten years) and the 
remaining 33 per cent were long-term. The 
average term to maturity of outstanding un- 
matured marketable direct and guaranteed 
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bonds payable in Canadian dollars increased 
in 1980 by six months to ten years eleven 
months. 

The terms of the 1980/81 series of Canada 
Savings Bonds which were first announced on 
September 12 provided a yield of 101/2 per cent 
for each of the seven years to maturity in 1987. 
However, higher interest rates on competing 
savings instruments after the original announce- 
ment necessitated an adjustment in the yield 
offered. On November 3 the rate for the first 
year was raised to 1114/2 per cent; the rate for 
the subsequent six years was not adjusted, re- 
maining at 10%/2 per cent. The new rates also 
applied to the ten previous issues still outstand- 
ing. In the case of those series dated before 
November 1, 1977, the increase in the rate of 
return was achieved by increasing the cash 
bonuses payable on the maturity of the bonds. 
The campaign produced a gross sale of $3.3 
billion in the fourth quarter of the year and, 
after allowing for redemptions, the outstanding 
amount of Canada Savings Bonds increased by 
$1.2 billion over the same three months. For 
the year as a whole, however, the outstanding 
amount declined by $1.3 billion, and the pro- 
portion of total Government of Canada secu- 
rities Outstanding held in this form declined 
from 27 per cent to 22 per cent. 

The accompanying table summarizes the 
changes during 1980 in the distribution of the 
outstanding debt of the Government of Canada. 
The general public added very substantially to 
its holdings of treasury bills and marketable 
bonds while reducing its holdings of Canada 
Savings Bonds. 


Foreign Exchange Operations 

Exchange market operations by the Bank of 
Canada as agent for the Exchange Fund Account 
of the Minister of Finance continued 
to be directed towards dampening fluctuations 
in the exchange rate. During the periods of 
considerable pressure on the rate that occurred 
in both directions from time to time during the 


Exchange Rate 
Spot closing rates, daily 





} U.S. $ in Canada Cdn. $ in U.S. funds 
1.1364 .8800 
| 

| 

1.1628 .8600 
| 

| 

1.1905 .8400 
| 

| 

1.2195 .8200 





Changes in Official Reserves 
| Millions of U.S. dollars, monthly 
| 


Excluding official external financing, gold sales and revaluation effects” 














1,000 

Ete 
| O 
- 
j 
| 
|) 1,000 
} The U.S. dollar value of SDR-denominated assets (gold, the IMF position and SDRs) rises when the exchange rate of the U.S. dollar declines in 

terms of SDRs, and decreases when the opposite occurs. 

Government foreign currency financing, SDR allocations and gold sales 
| 1,000 
+ 

O 

(<Y_ Net drawings on standby credit facilities with banks 
| 1,000 == SDR allocation 1,000 
GHB Gold sales 
Total net change 
| 1,000 1,000 
+ 
0 
1,000 ocd 
| JAN. FEB. MAR. APR. MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. JAN, BEBS 
i980 1981 


Last date plotted: exchange rate February 26, 1981 
official reserves January, 1981 
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year, these operations involved sizeable official 
purchases and sales of foreign exchange and 
therefore large changes in Canada’s official 
holdings of foreign exchange. 

Official reserve holdings were also importantly 
influenced by the use made of the Govern- 
ment’s U.S.$2.5 billion revolving standby credit 
facility with Canadian banks and a similar 
U.S.$3.0 billion facility with foreign banks. In 
January the remaining U.Ss.$300 million out- 
standing, which had been drawn in 1979, under 
the facility with Canadian banks was repaid. 
As the exchange rate came under downward 
pressure, drawings of U.S.$300 million under 
this facility in each of March and April were 
added to official reserves. These were repaid 
in May and June. In December U.S.$600 million 
was drawn under the facility with Canadian 
banks and the facility with foreign banks was 
reactivated with a drawing of U.S.$300 million. 
The U.s.$600 million drawing was repaid in 
January 1981, leaving U.S.$300 million out- 
standing under the facility with foreign banks 
and a total of U.S.$5.2 billion available for fu- 
ture drawings in case of need. 

In December 1979 the Minister of Finance 
announced that the Government would sell up 
to 1 million ounces of gold from official re- 
serves to the market and the Royal Canadian 
Mint; further sales of up to 1 million ounces 
were authorized in August. During 1980 the 
Bank of Canada sold 1.2 million fine ounces 
of gold as the agent for this program, reducing 
Canada’s official holdings of gold to 21.0 mil- 
lion fine ounces. As a result of the gold sales 
in 1980 official holdings of gold in reserves, 
which are carried at a book value of SDR35 per 
fine ounce (equivalent to U.S.$44.64 as at 
December 31, 1980), declined by U.s.$54.6 
million during the year. The U.S. dollar pro- 
ceeds of gold sales in 1980 amounted to 


40 


U.S.$740.1 million and were added to official 
holdings of foreign exchange in the course of 
the year. 

In January 1980 Canada also added to reserves 
141.1 million of Special Drawing Rights (equiv- 
alent to U.S.$186.5 million) received from the 
International Monetary Fund as its share of the 
second of three annual allocations of SDRs to 
its members under a program agreed upon in 
December 1978. The third allocation was made 
in January 1981 and Canada’s share was 
SDR 138.4 million (equivalent to U.S.$176.6 
million). In addition, the increase in IMF quotas 
resulting from the Seventh General Review of 
Quotas agreed to by members in December 
1978 came into effect in December 1980. As 
a result, Canada’s quota in the IMF was in- 
creased by SDR678.5 million to SDR2,035.5 
million. Under the Fund’s Articles of Agreement 
Canada paid 25 per cent of the increase in its 
quota in SDRs. The SDR169.6 million required 
for this payment reduced the Exchange Fund 
Account’s holdings of SDRs but increased 
Canada’s reserve position in the Fund, thus 
leaving the level of Canada’s total international 
reserves unchanged. The balance of Canada’s 
quota was paid in the form of non-interest bear- 
ing Government of Canada notes denominated 
in Canadian dollars which were issued to the 
IMF. The enlargement of Canada’s quota in the 
IMF increases both the amount that Canada 
could borrow from the IMF in case of need and 
the amount that Canada could in certain cir- 
cumstances be called upon to lend to the IMF 
to meet the balance of payments needs of other 
members. 

Canada’s official international reserve hold- 
ings were U.S.$3,886.9 million at the end of 
1979, U.S.$4,029.6 million at the end of 1980 
and U.S.$3,436.0 million at the end of January 
1981. 
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APPENDIX TABLE | 


Bank of Canada Assets and Liabilities 


Monthly changes, millions of dollars 


1980 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


1981 


January 


Government 
of Canada 
securities at 
book value 


Net 
foreign 
currency 
assets 


Investment 

in Industrial 
Development 
Bank 




















= 431 a LOvme A 
= Oe = 205 - 
oe Oo = 10 - 
i203 Tl O..e ee 6 
REIN oes. 7 aeloG - 
3 1076 aa ee) = 
ta 663 =) (O40, Mee te 39 
+ 489 = 0 = 
= 330 + 45 - 
182 1 20/7 | eee 
yn G + 437 = 
ta 9A Soe = 
+2,241 =a IO ie 74 
=" +920 e224 == 39 


All other 


assets 
(net) 








+180 


Note 
circulation 


Chartered 
banks 














— 931 + 47 — 12 
— 93 —330 + 1 
+ 37 +525 +964 
+ 160 —184 —~964 
+ 245 +564 + 11 
+ 212 —243 = 12 
+ 124 —-151 —- 2 
+ 29 + 81 +160 
+29) +127 —159 
— 13 — 33 + 32 
+ 84 +495 — 8 
+ 910 —-171 D4 
+ 793 +727 + 35 
—1,077 +17 + 65 


Canadian dollar deposit liabilities 
Government 
of Canada 


Other 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 





Millions of dollars unless otherwise indicated 





Total Average Required Average Number 
minimum holdings minimum holdings of 
cash of Bank Bank of Bank juridical 
requirements of Canada of Canada of Canada days in 
notes’ deposits deposits period 
1980 
January 1-15 4,720 10 
“ace Gre, 1,451 4,676 4,710 12 
February 1-15 4,563 1 
ee 6,198 1,689 4,509 4564 10 
March 1-15 4,724 10 
eee 6,090 1,423 4,667 4718 1 
April 1-15 4,854 10 
penn 6,196 1,388 4,808 4841 1 
May 1-15 4,830 hil 
neat 6,224 1,402 4,822 4851 10 
June 1-15 5,085 10 
een 6,446 1,407 5,039 5,090 7 
July 1-15 4,981 10 
Hee 6,426 Pott 4,915 4,943 12 
August 1-15 Seog tl 
rake 6,562 oh 5,050 5,113 10 
September 1-15 5 102 10 
Seti O75 1,534 5,041 5,106 11 
October 1-15 Dela 10 
yap 6,614 1,545 5,069 5,186 12 
November 1-15 5,339 ) 
ren 6,839 550 5,290 Pae 10 
December 1-15 5,338 11 
WVasee 6,869 P57 bok 5,383 10 
1981 
January* 1-15 5,519 10 
“acy 7,041 oa5 5,486 5,540 11 
February* 1-15 7,092 1,819 5,273 one ey! 10 





* Preiminany. | 
© The figure for February 1981 also includes average holdings of coins as permitted under the 1980 Bank Act revision. 
® Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 
Cumulative 

excess reserves 

at end of period 


Average excess 
reserve ratios 


Advances to chartered banks and PRA outstanding 
Number of days outstanding Average outstanding” 


Advances PRA Advances 


eh 
= 
BS 


COR CONS ey Ol Olin Comm ce) 
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48.1 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 








Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 


} 
Treasury Bonds‘ Bankers’ Sub-total Securities 
































bills 3 yeas. 0 3-Syan (5-102-— Overs La acceptances” of bills under 
and under years years 10 years and bonds PRA 
and bankers’ 
acceptances 

1980 | 
January ar By 3}A0) - - - - - oF 53.0)” -- 30s | 
February + 406.7 to29 = - - - + 441.6 — 30.0 | 
March eee : = E : é ~ 324.1 +2149% 
April = 15 253.4 =62.9 - ~ ~ - =1,336.3. + .3 Game 
May ge ie) 22) = 7.620 - - - = 395.9) 92a 
June ei : E = 7 : + 612.7 — 55am 
July tie oO - - ~ - - + 337.0 +2668 
August ten 0) - - - - ~ + 51.0: °—30Gae 
September = 72.0) - - - - - eID) - 
October = EGO A - - - - - — 988.4 - 
November = 5624.0 - - - ~ - — 624.0 - 
December te eZ OES = ~ - - Soe +. 120.5 tee 
Total =l/ 0069 =A) =276:0 - - — =2, 134.9 +12G— 
1981 
January — 1,049.0 - - - - - —1,049.0 — 928) 


® Classified by years to maturity at time of transactions. 
® Includes maturing bankers’ acceptances. 
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a 

| Net transactions with Government and other client accounts 

| Purchases(+) +~—~—~O'Net purchasesfrom(+) Net change in holdings 

| of new issues or net sales to (—) of Government of Canada securities 

less matured Government and bankers’ acceptances 

holdings and client accounts 

| rea Bilis ann Rondon Bills Bonds Bankers’ Total 
acceptances 

| 

— 443.3 z = (4453 Ae — 404.6 = ASBe9 - — 440.5 

| 293.0 + +706 — 209m 9 1273 —et28.3 Se ee dl ers - 7.0 

+1,086.9 + 450.0 = OG clea ge 21 sre Kom WAS) T e4OO Ase oe) theo yen 

: = 468.7 — 237.0 = 178.4498@=21102 = »98014 = (00.4: } 420433 se ire 4a) 

| + 447.1 + 300.0 = 8Z0S.0) se. 1256 ra te 0) oe 20s 0 me © OR 

+ 163,00 + 502.6 e313! ge 14.7 ap ea 39a 55 +1,106.8 

| meee i2:7 + 200:0 26 2ees rl. ae 4.3 lel 4 fo20- OTe et h26 + 669.7 

| om 038.6 + 256.5 = "I36,5R6e3 3:4 a> 29002 +2192 476 + 491.8 

| eS 169.9 = = O93 = 8 tO. os 7.8 - see OES 

) me On415) + 177.6 So OsOi ee” ON eS 46.9 eo 17205 = — 174.4 

| = 685.7 - Sie ee 124 ap she” ca - i a O.0 

| meeo22.0 + 121;7 =e CU Se sin eW Gade) 98,0 = tal O74. 

| +4,464.2  +1,724.0 = 1/0451 tee a3 14 1 O877 + 1,250.6 - OO ONS. 
= 367.6 = moaned SBN OS Mic rp) ==" 939.9 = ONS) - — 946.4 


47 


APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 


New Issues and Retirements 


Date in 


1980 


Issues offered/ 
retired 


Term to 
maturity 


Issues payable in Canadian dollars - direct and guaranteed 


Feb. 


June 
July 


Aug. 


48 


1 


31 


9% Feb. 1, 1980 
712% Feb. 1, 1980 


1 134%Dec. 15,1982 
1144% Dec. 15, 1984 
1144% Dec. 15, 1989 
1134% Feb. 1, 2003 


133/4% Mar. 15, 1983 
1334% Mar. 15, 1985 
133/4% Mar. 15, 2000 


6%/4% Apr. 1, 1980 


1334% Mar. 15, 1983 
13% May 1, 1985 
13% May 1, 2001 


7Y2% June 1, 1980 


1144% Mar. 15, 1983 
114/4% July 1, 1985 
114/4% Dec. 15, 1989 
1134% Feb. 1, 2003 


10% June 1, 1984 
104/2% Oct. 1, 1989 
11%4% Dec. 15, 2002 


512% Aug. 1, 1980 


1042% Feb. 1, 1983 
10%/4% Oct. 1, 1985 
114/4% Dec. 15, 1989 
113/4% Feb. 1, 2003 


2 yrs. 1042 mos. 
4 yis. 1042 mos. 
9 yrs. 1042 mos. 
23 years 


2 yrs. 114/2 mos. 
4 yrs. 114/2 mos. 


19 yrs. 114/2 mos. 


2 yrs. 1042 mos. 
BS. 
2a EVES: 


2 yrs. 942 mos. 
5 yrs. 1 mo. 

9 yrs. 64/2 mos. 
22 yrs. 8 mos. 


3 yis<1 limos: 
9 yrs. 3 mos. 
22 yrs. 542 mos. 


2 yrs. 6 mos. 
5 yrs. 2 mos. 
9 yrs. 442 mos. 
22 yrs. 6 mos. 


Yield to 
maturity 


L227, 
1 
11.86 
1.2.07 


13:96 
Uoe7ee: 
13.86 


eerss: 
13.14 
13.14 


11.49 
eo 
11.69 
12.00 


1LOS9 
10.80 
ae 


10.50 
10.87 
E1229 
hice] 


Millions of dollars par value 


Amount 
delivered 


600° 
350 
50° 
600 
1,600 
150 
850 
250 
1,250 








150° 

500° 

450 
1,100 





400 
450 
1500 
6500 
1,650 





27509 
15008 
47500 
900 





250 
325 
1250 
4502 
T150 


Amount 
retired 


344 
600” 


450 
199°) 


4750D 


410 


26708) 


(Continued) 


a 


Date in Issues offered/ Term to Yield to Millions of dollars par value 
1980 retired maturity maturity Amount Amount 
delivered retired 
Sennen SNS aby ee (et 9D rer? Be er EE het HE ee eee eee 
Oct. 1 9% Oct. 1, 1980 449°) 
V2 OC, 15,00 902 2 yrs. 42 mo. 12576 150 
124/2% Oct. 1, 1984 4 yrs. 12.99 ee em 
13% May 1, 2001 20 yrs. 7 mos. foe 37 
13300 
Dec. 1 72% Dec. 1, 1980 8004” 
13%4% Dec. 15, 1983 3 yrs. 42 mo. 13.45 200 
13% May 1, 1985 4 yrs. 5 mos. 13,07, BOOZ 
13 32% Dect, 1999 19 yrs. 13.65 400 
1,400 
Mpec.- 22 13% May 1, 1985 4 yrs. 44% mos. 1229) SOOee 
| Dec. 31 6? 
Total bonds 10,850 3/630 
Total treasury bills* 53/520 48,045 
Issues payable in foreign currencies — direct 
mapr. 15 (pe 
Oct. 15 19) 
Total bonds 2 





* Includes three-month, six-month and one-year treasury bills. 

@ Maturity of 9% bonds issued October 1, 1975. 

_® Maturity of 742% bonds issued February 1, 1977, April 1, 1977 and May 15, 1977. 

- ® In addition to $275 million 113/4% December 15, 1982 already outstanding. 

_® In addition to $350 million 1142% December 15, 1984 already outstanding. 

© In addition to $125 million 114/4% December 15, 1989 already outstanding. 

Exchangeable at the option of the holder, on or before December 14, 1984, into an equal par value of 1344% bonds due March 
15, 1990 yielding about 13.75% from March 31, 1980 to maturity in 1990. 

© Maturity of 644% bonds issued April 1, 1971 and April 1, 1975. 

| ® Cancellation of $9.0 million 54/2% August 1, 1980 bonds, $36.6 million 92% June 15, 1994 bonds, $19.1 million 10% October 
1, 1995 bonds, $30.0 million 944% May 15, 1997 bonds, $18.1 million 9% October 15, 1999 bonds, $15.6 million 97/4% 
December 15, 2000 bonds, $40.6 million 912% October 1, 2001 bonds, $7.5 million 834% February 1, 2002 bonds and $22.5 
| million 912% October 1, 2003 bonds. 

_ ® In addition to $150 million 133/4% March 15, 1983 already outstanding. 

| © Exchangeable at the option of the holder, on or before February 1, 1985, into an equal par value of 13% bonds due May 1,1990 
yielding about 13.09% from May 1, 1980 to maturity in 1990. 

_ ©) Maturity of 742% bonds issued July 1, 1977, September 1, 1977, October 15, 1977, December 15, 1977 and February 1, 1978. 
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(Continued) 
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In addition to $175 million 111/4% December 15, 1989 already outstanding. 
In addition to $600 million 113/4% February 1, 2003 already outstanding. 
Cancellation of $7.3 million 912% June 15, 1994 bonds, $6.4 million 10% October 1, 1995 bonds, $6.0 million 914% May 15, 
1997 bonds, $3.6 million 9% October 15, 1999 bonds, $3.1 million 934% December 15, 2000 bonds, $8.1 million 914% 
October 1, 2001 bonds, $1.5 million 834% February 1, 2002 bonds and $4.5 million 912% October 1, 2003 bonds. 

In addition to $800 million 10% June 1, 1984 already outstanding. 

In addition to $200 million 104/2% October 1, 1989 already outstanding. 

In addition to $750 million 111/4% December 15, 2002 already outstanding. 

Maturity of 5%/2% bonds issued August 1, 1962, February 1, 1966, May 1, 1966 and February 1, 1967. 

In addition to $325 million 114% December 15, 1989 already outstanding. 

In addition to $1,250 million 1134% February 1, 2003 already outstanding. 

Maturity of 9% bonds issued October 1, 1975 and April 1, 1976. 

Exchangeable at the option of the holder, on or before June 29, 1984, into an equal par value of 1244% bonds due October 4 
1990 yielding about 12.77% from October 1, 1980 to maturity in 1990. 
In addition to $450 million 13% May 1, 2001 already outstanding. 
Maturity of 742% bonds issued December 1, 1973 and February 1, 1974. | 
In addition to $500 million 13% May 1, 1985 already outstanding. 
Exchangeable at the option of the holder, on or before February 1, 1985, into an equal par value of 13% bonds due May 1, 1990. 
yielding about 13.04% from December 1, 1980 to maturity in 1990. 
In addition to $1,300 million 13% May 1, 1985 already outstanding. 
Exchangeable at the option of the holder, on or before February 1, 1985, into an equal par value of 13% bonds due May 1, 1990 
yielding about 12.95% from December 22, 1980 to maturity in 1990. 
Cancellation of guaranteed debt by Purchase Fund. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 


| 
) 



































BANK OF CANADA Statement of Income and Expense 


Year Ended December 31, 1980 
(with comparative figures for 1979) 








| 1980 1979 
| (thousands of dollars) 
| 


INCOME 
| 


| Revenue from investments and other income 
(After deducting interest of $5,849 ($2,975 in 


MME pric On deposits rot te a a cao ae ohne anes $1,541,892 $1,161,133 
EXPENSE 
‘Salaries ey 1,5 Sealy oy, We Py OFY peed RE ey Ue MDA EAI ry ene Naa a S  Be733 $1 0828;397 
Contributions to pension and insurance RUTIOSO hee denne be hae 4,954 4,647 
mdacrestail expenses 462: Ee. 62 2c:) ene ene ea we eermeen ey 17298 186241 
Rr tO rsercesy ye: Gt Pereyra RNG 6 doce a seed ss ON 49 47 
BROS MI CCSTANGICXDCIISESHia. i ouwne re waco k ee kd ease eee eeReT 2 231 200 
| Taxes - MUDIeI alsa NOMOUSINESSid-in- eee canes mah ca eetureewcts 4,932 BO BV 
MeN Oe-COStS te DAMA ee ec eget en, Kaeo ee nes 19,611 18,685 
BEML DrOCeSssing aAncicomputer COSIS 0. can vecwe puue e ween eon 3,49] S013 
‘Maintenance ofipremisessand: equipment = net”... acs cen ns: 6,542 6,471 
Meeung OF PUDIICATIONS =i ris one a ee ne ee 453 470 
er prinungs and stationery 622 a. Msn ee ee ta een 275 1,400 
Postage AVISEX DL CSS pet, oem iis haces ree HO ee eat ca any ea Se 866 826 
BSG OMIUIMCATONSE REE nc «sho a arias co ecb ek enue bus 983 Ors 
RES PANG Stat PANSLELSs <c.ceaiu, kunvehe cese ie eee ok oe ree anes Reece 1,080 977 
BE OX OEIISC Sade. fete anenera tats 2S 6 toe age winicae seer aio etary ese al Sistas 768 597 
| 78,266 72,496 
fepreciation on buildings and equipment .............-------- 4,824 4,704 
| 83,090 77,200 
NET INCOME PAID TO RECEIVER GENERAL FOR GANADA ye 1,458,802 W083,9335 
$1,541,892 Slo le 33 


}s2? Salaries, including overtime, and related contributions to pension and insurance funds for bank staff other than those engaged in building 
maintenance. The number of employee years worked by such staff (including temporary, part-time, and overtime work) was 1,956 in 1980 and 
| «2) 1,883 in 1979. , = ; 
\e, Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 
») Includes all building maintenance costs (including staff costs) but net of rental income. 
Certain of the expenses for 1979 have been reclassified in order to conform with the presentation adopted for 1980. 
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BANK OF CANADA Statement of Assets 





as at December 31, 1980 
(with comparative figures for 1979) 


ASSETS 


Deposits payable in foreign currencies: 
U.S.A. dollars 


Advances to chartered and savings banks 


Investments — at amortized values: 
Preasury, olllstoi@anadaee es... a | gure ern a eee.) 
Other securities issued or guaranteed by 
Canada maturing within three years ................. 
Other securities issued or guaranteed by 
Canada not maturing within three years 
Bonds and debentures issued by the 
Industrial Development Bank 
Other investments 


#0) 1a te) ay Me: “ei el You te hee ie eve! 


Bank premises: 
Land, buildings and equipment, at cost 
less accumulated depreciation 


Cheques drawn on other banks 


Accrued interest on investments 


Sete OTR Le tea el lel Memieh ce shiver isimeli fel ay rel" le) Keihienn 


Other assets 


52 


and Liabilities 


1980 


(thousands of dollars) 


Be Soe 220,02 5 
on SO’: 


284,297 
soy 16,000 
bee 5,252,434 
ihe Bye be Pana yas 
Bes 6,648,736 


- 170,612 
ms 225,340 


16,189,644 


= 76,655 
Ze 488,552 
ae Zo paUD 


: 4,870 
917 313,225 





1979 


$ 22534 
5,58) 


230,9% 
116,906 





4,239, 9@ 
3,768,421 
5,542,886 


344,283 
827,356 


14,722,934 


76,567 
384,591 
206,782 

6,994 


$1 5,745,746 


SS 


LIABILITIES 1980 1979 
(thousands of dollars) 


Bepital Oald UD % ents. welc oes cna onan so tmbenete? $ 5,000 $ 5,000 
BG RTUIG spec reins Aes bate a ee en COR oO eee LO 25,000 25,000 
Zntes if CiIrCulallOM <2 4. Os ewan Sale eis roi aie 11,108,020 10,314,754 
Deposits: 
MOCO EIUNeHIU OL ANAC aia seen yack teen ett yes cr eet cece 58,701 24,799 
SOITAMOFOLINOAIIKST ear cele peor kc: doce ea aa dee Reena 2 5,466,282 4,738,420 
Other de DOS IS te Wein ah n e e ad os Ree Orel te ose 85,935 107,452 
S610 916 4,870,671 
Liabilities payable in foreign currencies: 
Government otc alata ts he ee ee a 177,647 136,285 
CORSE ee et NN ROL cde Rh cli, Sha tee eae 239 233 
177,886 136,518 
Bank of Canada cheques outstanding ..................... 281,423 297,429 
Collections and payments in process of settlement: 
Goverinenton Canada iNevitrn. 2.een ee vee ee ore ree ea: 99,496 38,814 
ME) La al coerce gest caer Gica sey ale ae te te Brees las ah alo oie Maa eae Pee aes TEN 1,491 54,655 
100,987 93,469 
BPENCT: NADTIUCS ait oe oe SS Pc ee Se rete ee Cee 9389 oe FOS 
| Soo $15,745,746 








Governor, G. K. BOUEY 








| 
Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
1980 and the statement of income and expense for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accordingly included such 
tests and other procedures as we considered necessary in the circumstances. 

In our opinion, these financial statements present fairly the financial position of the Bank as at 
December 31, 1980 and the results of its operations for the year then ended in accordance with the 
accompanying summary of significant accounting policies, applied on a basis consistent with that 
of the preceding year. 


ROBERT E. L’ABBE, C.A. M. A. MACKENZIE, F.C.A. 
du cabinet Raymond, Chabot, Martin, Paré & Associes of the firm Clarkson Gordon 


‘Ottawa, Canada, January 16, 1981 
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BANK OF CANADA Financial Statements December 31, 1980 


Summary of Significant Accounting Policies 





The financial statements have been prepared within the 
framework of the accounting policies summarized below. 


a. Formof Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the Bank 
of Canada Act. The figures for the prior year 
have been reclassified to comply with the 
1980 revisions to the Act. 


b. Revenues and Expenses 


Revenues and expenses have been accounted 
for on the accrual basis. 


c. Investments and Bills 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in income. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the year- 
end. 


e. Depreciation 


Depreciation has been recorded at the follow- 
ing annual rates applied on the declining 
balance method: 

Buildings 5% 

Equipment 20% 
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G. K. BOUEY 


R. W. LAWSON 


R. W. CAMPBELL 
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J. R. LONGSTAFFE 








J. W. E. MINGO, Q.c. 


Wabi OTS ,.O. Cc 


MME Y. LEFEBVRE-RICHARD 
D. A. SMITH 
J. A. STACK 


J. TASCHEREAU 


Ex-officio 


1. A. STEWART 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALIA: 
OTTAWA, ONT. 


WINNIPEG, MAN. 
Member of the Executive Committee 


RAMEA, NFLD. 
CARAQUET, N.B. 
VANCOUVER, B.C. 


HALIFAX, N.S. 
Member of the Executive Committee 


TORONTO, ONT. 
Member of the Executive Committee 


MONTREAL, QUE. 
CHARLOTTETOWN: P.E.I. 
SASKATOON, SASK. 


OUEBEG; QUE, 
Member of the Executive Committee 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
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W. A. MCKAY, Adviser J. W. Crow, Adviser 
G. G. THIESSEN, Adviser SERGE VACHON, Adviser 
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*On leave of absence as an Executive Director of the International Monetary Fund 


Securities Department 
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Research Department 
W. R. WHITE, Chief 
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J. M. ANDREWS, Chief 
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T. E. NOEL, Secretary 
S. L. HARRIS, Deputy Secretary 
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Rae RLetT, Chiet 
H. A. D. Scott, Personnel Adviser 


Department of Administrative Services 


R. H. OSBORNE, Chief 
K. W. KAINE, Deputy Chief 


Comptroller’s Department 
A. C. LAMB, Comptroller and Chief Accountant 


Audit Department 
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=p M. Muzyka, Deputy Auditor 
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OT tlaaweaw. 

Dear Mr. MacEachen, 
In accordance with 
the provisions of the Bank of Canada Act 
Iam transmitting herewith my report for 
the year 1981 and a statement of the 
Bank's accounts for this period, signed 
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General Observations 


For the second year in a row the 
level and volatility of interest rates have 
been of great concern to many Canadians. 

I am much aware of the pain and frustration 
that interest rates have caused and are caus- 
ing. I am also aware of a good deal of confu- 
sion and misunderstanding in the public 
discussion of the nature of the interest-rate 
problem, and in particular of the idea that 
the problem could be greatly eased by some 
change in the policy of the Bank of Canada. 
I shall deal with these matters in this 
Report. 

Recent financial events cannot be 
understood unless they are seen in historical 
perspective. These events have been, and 
continue to be, dominated by responses, 
both public and private, to the worldwide 
surge of inflation that characterized the 
1970s. The threat to economic performance 
and to social stability posed by accelerating 
inflation could not be ignored, and in recent 
years public policy in most countries has 
given high priority to stemming the increase 
in prices. This is the framework within 
which events are unfolding. 

This framework explains why the 
response of fiscal and monetary policy in 
many countries to the current weak trend in 
output is so much more restrained than had 
become typical during earlier periods of 
cyclical recession. For most of the free 
world one of the lessons from earlier experi- 
ence is that financial stimulation has been 
overdone. However well-intentioned the 
stimulative policies were, their longer-term 
effect was to generate inflation and thereby 
to prejudice the attainment by countries 


of their economic and social objectives. 
Until confidence in the value of their cur- 
rencies is much strengthened most countries 
have run out of room for major programs 

of financial stimulation. 

Many other countries are experienc- 
ing the same kind of economic difficulties 
that Canada is. The unemployment rate 
is similar to or higher than ours in a number 
of countries and, with very few exceptions, 
interest rates are high. Almost every coun- 
try is trying to deal with inflation in order 
to restore a solid basis for economic growth. 

The road back to reasonable price 
stability is not an easy one. The change to a 
financial climate that is anti-inflationary 
from one that had been inflationary for so 
long has forced, and is forcing, many 
changes in economic practices. Some of the 
changes are very painful to many people. 
Those who made major commitments in the 
expectation that the climate would continue 
to be inflationary are particularly vulnerable 
and some of them are getting badly hurt. 
The transition to less inflationary conditions 
is the more difficult in that many people 
had found during the 1970s that to act in ex- 
pectation of high rates of inflation was the 
profitable thing to do. 

No one can yet tell how long or how 
rough the road back to monetary stability 
will be. Much will depend on economic, 
political and social reactions for which his- 
tory provides little guidance. But there can 
be no turning back. The broader objectives 
of our societies cannot be pursued effec- 
tively without the help of money that can be 
trusted. 





The ways that inflation weakens free 
societies are evident in the experience of 
many countries in the last decade. On the 
purely economic side, inflation has not 
encouraged good economic performance. It 
has hurt rather than helped market systems 
in playing their role of achieving an efficient 
allocation of economic resources. By adding 
greatly to the element of uncertainty in eco- 
nomic matters, it has reduced the chances 
of efficient planning. It has thereby militated 
against both current output and the invest- 
ment needed to sustain future economic 
growth. But the damage to our societies 
goes much beyond this. The inflationary 
process is profoundly unfair and socially 
divisive. It rewards handsomely activities 
that contribute little or nothing to economic 
output at the expense of those who concen- 
trate on productive effort. It erodes people’s 
trust in the fairness of the economic system 
and leads them to depend for protection 
on adversarial rather than co-operative 
reactions. Inflation melts the glue that 
holds free societies together. 

Since the health of free societies de- 
pends upon them restoring stable money the 
question is how best to do it. Many aspects 
of public and private policy are involved. 
Inflated expectations in many areas have to 
be reduced to more realistic dimensions. 
Virtually all policy options are unpleasant 
because they seem to bear adversely in the 
short run on one or another group in the 
society, but the issues must be faced. The 
danger lies in hoping that procrastination 
will reveal an easy solution or that the 
problem will go away. 

The responsibility of monetary policy 
in the pursuit of price stability is easy to 
define in general terms. Monetary policy 
has to do with the regulation of the supply 
of money, and money cannot keep its value 
unless its supply is suitably constrained. 
Monetary policy must therefore have as its 
goal the achievement and maintenance of 
a rate of monetary expansion that is consis- 
tent with reasonable price stability. This 
is true no matter what other policies are 
pursued by governments and by other 
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groups. The process of moving towards 
price stability is, however, less disruptive 
when policies in other areas facilitate it. 

The mix of anti-inflationary policies 
is a lively issue in a number of countries 
because of the very high interest rates that 
are involved for a time when there is exclu- 
sive or heavy reliance on monetary policy. 
With the same restraint on monetary expan- 
sion and more support from fiscal and other 
policies, as much progress in reducing infla- 
tion could be achieved with lower interest 
rates and with a wider and less disruptive 
distribution of the impact of anti-inflationary 
measures. 

The Bank of Canada embarked in 
1975 on a gradual reduction in the rate of 
monetary expansion in Canada and it de- 
fined its intentions in terms of the growth of 
currency and demand deposits, a measure 
called M1. Since 1975 it has periodically 
lowered its targets for M1 growth from the 
initial range of over 10 per cent but less than 
15 per cent to the present range of between 
4 and 8 per cent. 

The Bank could have sought a faster 
reduction than this in the rate of monetary 
expansion. The main reason for the more 
gradual approach was to minimize the dis- 
ruption of the economy in the adjustment to 
lesser rates of inflation. More time would 
permit a more orderly change. Since 1975 
the Bank has frequently reminded people 
that the adjustment to a less inflationary cli- 
mate must occur and that the Bank would 
increasingly resist any tendency for high 
rates of inflation to continue. It hoped that 
this forewarning would lead people to avoid 
situations that would be unmanageable in 
less inflationary circumstances. 

I am of course aware that some peo- 
ple say that the Bank of Canada’s plan for 
constraining inflation by a gradual reduction 
in the rate of monetary expansion must be 
judged to have failed because the rate of 
inflation is now as high as it was when the 
plan was announced. This is, of course, 

a serious matter and I want to say some- 
thing about it. 

One must start by recognizing the 





facts. After some success from 1975 to 1978, 
subsequent progress in dealing with inflation 
in Canada has been very disappointing. The 
rate of inflation is as high now as it was in 
1975. Why is this? What are the right 
lessons to draw from this experience? 

In last year’s Annual Report I dealt 
at some length with the principal factors 
which contributed to the resurgence of infla- 
tion in Canada in the last few years. Much 
of the same analysis is contained in the sec- 
tion entitled “‘Recent Trends in Costs and 
Prices’’ which begins on page 15 of this 
Report. That analysis is difficult to summa- 
rize in a sentence or two, but the essence 
of it is that strong upward pressure on 
prices and costs coming from various 
sources — notably from the earlier substan- 
tial decline in the foreign exchange value 
of the Canadian dollar, from the cyclical up- 
swing in the United States, from the pres- 
sure on productive capacity in a number 
of Canadian industries, from the decline in 
productivity, and from the second shock 
from world oil prices — was not adequately 
countered by monetary and fiscal policy. 

Thus it happened that the rate of 
inflation rose and expectations of continuing 
high inflation strengthened. One sign of 
the strength of expectations of inflation is 
that interest rates had to move to very high 
levels before they began to moderate the 
growth of total spending in the economy. 
That has now happened and, together with 
the onset of an international economic 
recession, has brought about market condi- 
tions that are no longer conducive to rapid 
rises in costs and prices. 

What a review of the last few years 
reveals is not that monetary policy failed to 
be a constraining force on inflation but that 
until recently it was not, of itself, a suffi- 
ciently strong constraining force to cause a 
reduction in the rate of inflation. In the face 
of an environment that, until recently, was 
strongly inflationary, what monetary re- 
straint did was to prevent the inflation rate 
from shooting upwards. That is certainly not 
failure. What many of those who talk about 
monetary policy having failed seem to be 


implying is that if there had been much less 
restraint on monetary expansion in recent 
years the present economic situation would 
be better. It would not. It would be worse. 
The inflation rate would be much higher 
than it is and the attendant economic and 
social strains would be much greater. 
Monetary policy would then be much more 
exposed to the charge of failure. 


Let me pause here to observe that it 
is much easier to analyze the economic 
developments of the last several years in 
retrospect than it would have been to fore- 
cast them. Even with all the technical ad- 
vances in econometric modelling, the state 
of the art in economic forecasting does not 
allow one to foretell with much precision 
how the economy will develop beyond the 
horizon of a relatively short period. The 
ability of econometric models to foretell the 
medium- or longer-term future depends on 
how closely the historical or theoretical 
relationships built into theny approximate 
the effective relationships in the period in 
question. But the essence of the forecasting 
problem is foretelling what the effective 
relationships in the future will in fact be and 
what allowances to make for developments 
outside Canada and for the evolution of 
economic policy. Econometric models can 
work out the implications of whatever rela- 
tionships and assumptions are built into 
them, and this can be helpful, but the great 
precision with which they are sometimes 
shown as answering questions about the 
future is no indication whatsoever of the 
reliability of the answers. 

The fact of the matter is that our 
economy, like many others, has been oper- 
ating for some years under conditions that 
are without close precedent in economic 
experience. The main novel element has 
been sustained high inflation and shifting ex- 
pectations about future inflation. It is well 
within the capacity of economics to explain 
this phenomenon and to prescribe ways 
of dealing with it. But the absence of much 





experience with the way that inflation has 
affected economic interrelationships sharply 
limits the capacity of economic analysis to 
foretell exactly how and when the economy 
will respond to particular initiatives de- 
signed to reduce inflation. 

This is why the Bank of Canada has 
never offered a detailed forecast of how 
the economy would react to a gradual de- 


celeration of the rate of monetary expansion. 


That such policy would sooner or later 
reduce the rate of inflation in Canada was 
beyond serious question. But how smoothly 
or rapidly the process would work was not 
foreseeable. Much would depend on how 
policies in other areas developed and on 
how our economy was influenced by what 
happened outside our borders. Much would 
depend on how those groups that have the 
power to influence the prices of the goods 
or services they supply would respond to 
changes in market forces arising from the 
anti-inflationary thrust of monetary policy. 
If they were convinced that inflation would 
abate, and adjusted their practices accord- 
ingly, the transition would go relatively 
smoothly without great disruption to em- 
ployment or output. But if they resisted the 
transition to lesser rates of inflation the 
transition would be disruptive. As long as 
monetary expansion decelerated, however 
slowly, the pressures on the economy would 
build up. If for a while prices and costs did 
not moderate, interest rates would be bound 
to rise and output and employment would 
be depressed. The longer the moderation of 
prices and costs was delayed the greater 
the upward pressure on interest rates would 
become and the more abrupt and disruptive 
would the eventual adjustment be. 

Perhaps this is a good place to take 
note of one description of the Bank’s policy 
in recent years, namely, that it is ‘‘monetar- 
ist’’. This characterization of the policy 
seems to me to come mainly from people 
who are far from clear about what the word 
means. I have a good deal of sympathy with 
their problem of definition for the word 
has been used in so many ways that it now 
conveys very little by itself. I note however 
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a tendency of those economists who would 
describe themselves as monetarists to 
criticize the Bank of Canada for not being 
monetarist, or perhaps for not being suffi- 
ciently monetarist. 

As for the extent to which the Bank 
of Canada is or is not ‘‘monetarist’’, a later 
section of this Report (‘“The Use of Mone- 
tary Aggregates’’, page 29) attempts to set 
out the use that we make of the monetary 
aggregates in the conduct of monetary pol- 
icy. I would summarize our approach by 
saying that we believe that we can reconcile 
the overriding need to control the rate of 
monetary expansion over time with some 
freedom to respond to short-term disturb- 
ances of either foreign or domestic origin 
that affect the economy. During 1980 and 
1981 this freedom of manoeuvre, though 
limited, has allowed the Bank to moderate 
the effects on Canada of sharp swings in 
U.S. interest rates and sharp swings in 
flows of capital across our borders. I believe 
that this pragmatic approach by the Bank 
has helped in the pursuit of the longer-run 
objective of reducing inflation in Canada 
with the least possible economic disruption. 

During 1980 the Bank was faced with 
the problem of responding to very sharp 
swings in U.S. short-term interest rates and 
to the swings in the exchange rate to which 
they gave rise. The Bank reacted in ways 
that spread the impact on Canada between 
short-term interest rates in Canada and the 
exchange rate. In July of 1981 the Bank 
again reacted in a similar way to a severe 
shock to the exchange rate, but this time 
the cause was a wave of takeovers by 
Canadians of businesses in Canada owned 
by non-residents. The scale of this activity 
and the way it affected the foreign exchange 
market are discussed in the section ‘‘Inter- 
national Aspects’’ on page 21 of this Report. 
In brief, it produced a large imbalance in 
the exchange market that was prevented 
from leading to a very large fall in the ex- 
change rate by an increase in interest rates 
in Canada to well above U.S. rates. The 
high Canadian interest rates provided the 
incentive for enough inflow of capital to 
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restore a viable balance in the exchange 
market. 

The Bank’s conduct of monetary 
policy has not caused interest rates in 
Canada to move ‘‘in lock-step’’ with those 
in the United States. Over the past two 
years short-term interest rates in Canada 
have been everything from some 4 percent- 
age points below to some 5 percentage 
points above those in the United States. 
That is quite a wide range of divergence, 
much wider than seems to be generally 
recognized. 

The fact that short-term interest rates 
in Canada in the recent past have on occa- 
sion been below those in the United States 
does not mean that such a relationship is 
available on a continuing basis when the 
rate of inflation is higher in Canada than in 
the United States. An effort to force and 
hold Canadian short-term rates significantly 
below U.S. rates in these circumstances 
would lead to a sharp decline in the ex- 
change rate. How far would the Canadian 
dollar fall? It is not possible to answer this 
question with any kind of precision. It 
would fall until the market felt confident 
that it was clearly so undervalued that some 
recovery could be anticipated. If the author- 
ities of a country experiencing marked 
domestic inflationary pressures, as Canada 
is, failed to offer strong resistance to a 
decline in the foreign exchange rate, market 
confidence in the currency would be 
severely weakened and the decline would be 
great. Experience in such cases indicates 
that the market would push the rate down 
so far that the authorities would feel them- 
selves forced to take strong measures to 
establish order, and these measures would 
certainly have to involve a substantial rise 
in interest rates. In any event, depreciation 
would add substantially to the rate of infla- 
tion in Canada and put strong upward pres- 
sure on interest rates. In the end interest 
rates would almost certainly have to be 
higher than they would otherwise have been. 

The central truth about the relation- 
ship between Canadian and U.S. interest 
rates is that they can and do follow separate 


tracks over time only to the extent that the 
difference is warranted by the economic 
circumstances. If, for example, we were to 
continue to have appreciably higher rates 
of inflation in Canada than in the United 
States we would not be able, more than per- 
haps temporarily, to escape higher interest 
rates here than there. If, alternatively, 
Canada were to have much less inflation 
than the United States our interest rates 
would be lower than theirs. Differences in 
inflation rates are in fact the major factor in 
differences in interest rates around the 
world. 

What, then, is the power of the Bank 
of Canada to influence the course of interest 
rates over time in Canada? It is primarily 
the power to influence the rate of inflation 
in Canada, and that influence is exerted 
through controlling the rate of monetary 
expansion in Canada. 

Only by restraining the rate of mone- 
tary expansion can the Bank of Canada 
bring about a lasting decline in interest rates 
in Canada. That is what it is doing. To suc- 
ceed in that effort it must ensure that it does 
not use its day-to-day capacity to influence 
short-term interest rates in a way that is 
inconsistent with monetary restraint. At the 
present time that requires short-term inter- 
est rates that are high in nominal terms. 
They are, however, not particularly high 
relative to the rate of inflation. A decline in 
the rate of inflation is the only sure route 
to lower interest rates. 

For this reason the Bank considers it 
misleading to describe its policy as a high 
interest rate policy. The Bank’s policy is 
aimed at bringing about lower rates of infla- 
tion and lower interest rates. What the Bank 
wants is lower interest rates. If it wanted 
high interest rates it would follow a quite 
different policy. It would accommodate 
rather than restrain the current rate of infla- 
tion, thereby ensuring the continuation of 
high levels of interest rates in the future. 


* * * 


It seems to me that Canadians in 
general are not yet convinced that public 





policy in Canada will be firm enough and 
persistent enough to bring about a major 
reduction in the rate of inflation in Canada. 
Only the fact of firmness and persistence 
will convince them. If, instead, they see 
weakness of will on the part of the authori- 
ties, they will react quickly to protect them- 
selves against accelerating inflation in what- 
ever ways are available to them. People’s 
confidence in the future value of money has 
been severely shaken, and central banks 
and governments no longer get the benefit 
of any doubt about their will to protect the 
value of their currencies. It would not take 
much evidence of weakness of will on the 
part of the authorities to generate another 
wave of inflation in this country. 

In these circumstances the Bank of 
Canada has no responsible option but to 
continue to restrain the rate of monetary ex- 
pansion in Canada. In these circumstances 
it cannot back off from that policy. 

I believe that it is equally important 
that other public policies also play an anti- 
inflationary role. Only if they do so will 
Canada be able to achieve and sustain dy- 
namic prosperity. In this connection I note 
the emphasis that the Minister of Finance 
gave to this theme in his Budget Speech 
of last November. I welcome in particular 
the attention that he drew to the need that 
anti-inflationary monetary policy be sup- 
ported by the maintenance of government 
expenditures within the rate of growth in the 
economy, and by a reduction in the govern- 
ment deficit and financial requirements. I 
believe that the problems of inflation and 
high interest rates will not be satisfactorily 
resolved without such support. 

I very much hope that all others who 
are involved in economic decisions, whether 
government or private, business or labour, 
producer or consumer, will in their own 
interests recognize the need to reduce infla- 
tion. Markets for goods and services are 
now generally too weak to support rapid 
rises In prices and costs, and what is 
required is a response to this situation by 
business and labour that, through moderat- 
ing price and income increases, will protect 
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employment and output. In those sectors 
of the economy that are not exposed to 
market pressures what is required is suffi- 
cient restraint in respect of increases in 
incomes to ensure that they do not lag the 
response in market sectors. Sooner or later, 
by one means or another, Canadians will 
have to return to less inflationary practices 
than they have become accustomed to in 
recent years. Nothing but additional stress 
and strain will come from resisting the tran- 
sition. 

A broadly similar situation exists in 
the United States, our main trading partner. 
So far one sees much more evidence there 
than in Canada of the responses needed 
to bring down the rate of inflation, and the 
rate of inflation there is now appreciably 
lower than here. If resistance to a moderat- 
ing trend in costs and prices continues to 
be stronger here than there it will further 
compound Canada’s economic problems. It 
will lead to higher rates of both interest 
and unemployment in this country than in 
the United States. 

Earlier in this Report I said that 
money that can be trusted is essential for 
the good performance of a free society. 

I repeat it to emphasize that price stability is 
not an end in itself but is the means to an 
end. People sometimes talk about the cost 
of controlling inflation as being too high. 
There certainly is a cost but the benefit is 
that it will open the road to the prosperity 
that Canada’s natural and human resources 
make possible. What Canadians should 
think more about is the cost of not dealing 
with inflation. To appreciate how heavy that 
cost would be one does not have to envisage 
the kind of economic and political collapse 
that has occurred in countries where infla- 
tion got totally out of control. All one has to 
do is to envisage the consequences of tem- 
porizing with the problem, namely, recur- 
ring bursts of inflation checked painfully by 
bursts of financial restraint, a kind of stop- 
go stagflation. No one wants that. Yet that 
is the future we face if we do not address 
ourselves seriously to meeting the require- 
ments for non-inflationary prosperity. 


Economic and Financial Developments 


Interest Rates in 198] 





As in the previous year financial con- 
ditions in Canada in 1981 were subject to 
turbulent forces, both domestic and exter- 
nal. One consequence was a lot of move- 
ment of interest rates — an upward trend to 
extraordinarily high levels in late summer 
and an easing trend since then. This section 
reviews the forces at work. 


Developments through late summer 

The pattern of developments in the 
first months of 1981 was very much a con- 
tinuation of trends that were already evident 
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in the final part of 1980. The dominant fea- 
ture was the buoyancy of economic condi- 
tions in North America. In the United 
States spending had picked up very sharply 
in the autumn of 1980 after experiencing a 
sharp but brief slide in the summer. In these 
circumstances, short-term interest rates in 
that country rose sharply in the latter part of 
1980 and, except for a brief dip in the early 
spring, stayed around the end-1980 level 
until the late summer of 1981. 

The surge in demand was not con- 
fined to the United States, and in the latter 
part of 1980 aggregate spending in Canada 
was also picking up very sharply indeed 
under the impetus of both domestic and 
external forces. Economic indicators were 
showing mounting strength across a wide 
range of activities. The level of M1 balances 
was growing vigorously. The rise in Gross 
National Expenditure in dollar terms is now 
estimated to have averaged about 15 per 
cent at an annual rate over the nine months 
from October 1980 to June 1981. 

In this environment both inflation 
and inflationary expectations were taking on 
a new intensity. The demand for credit was 
very high. It was fed by the rising level of 
economic activity and of prices and by vig- 
orous trading in existing real assets in antici- 
pation of future high inflation. The latter 
influence was particularly evident in the 
housing market. These economic conditions 
put continuing strong upward pressure on 
short-term interest rates. Since rising 
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Gross National Expenditure 


Quarterly percent change at annual rates 





interest rates were appropriate in the cir- 
cumstances the operations of the Bank 
were directed to smoothing fluctuations 

in the upward trend of interest rates rather 
than to resisting it. Information related to 
the Bank’s operations in 1981 appears in 
Appendix Tables I-III. 

The upward pressure on short-term 
interest rates was reinforced by the weak 
trend in the exchange rate. The virtual ab- 
sence of any gain in the exchange value of 
the Canadian dollar when interest rates in 
the United States receded for a while in the 
early spring was indicative of the weakness 
that had emerged in the overall external 
financial position. 

One element in the generally weaker 
performance of the Canadian dollar against 
the U.S. dollar was the increase in uncer- 
tainty that followed the announcement of 
the National Energy Program in October 
1980 and the subsequent federal-provincial 
energy dispute. Towards the middle of 1981 
the pressure on the Canadian dollar was 
sharply increased by a wave of takeovers by 
Canadians of foreign-controlled businesses 
in Canada, mainly though not all in the 
petroleum industry. These developments 
are reviewed in more detail in the later sec- 
tion of this Report on international aspects. 
Downward pressure on the Canadian dollar 
became very great in late July and early 
August and the Canadian dollar lost 3 per 
cent in value against the U.S. dollar in the 
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course of three weeks. The rapid slide took 
place notwithstanding both a sharp rise in 
Canadian short-term interest rates that car- 
ried them appreciably above U.S. rates and 
strong support for the Canadian dollar via 
direct intervention by the authorities in the 
exchange market. 

The interest rate reaction was mainly 
a domestic market response to the decline in 
the Canadian dollar and without it the drop 
in the exchange rate would have been con- 
siderably steeper. The danger at the time 
was that the exchange rate slide would feed 
upon itself and, in a speculative and uncer- 
tain market, would go much too far. A big 
drop in the exchange rate would have 
shown up without much delay in a more or 
less proportionate increase in the prices in 
Canada of internationally traded goods and 
would have further intensified both inflation 
and expectations of inflation. The Bank had 
therefore no real option but to accept an 
appreciable increase in interest rates. 
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In order to reduce the downward 
pressure on the exchange rate the Minister 
of Finance in late July requested banks to 
cut back their lending to finance takeovers 
involving outflows of capital funds from 
Canada. 

Despite the high and rising level of 
interest rates during the spring and summer 
months the rate of expansion of credit in 
Canada was extraordinarily rapid. An 





appreciable part of this surge is attributable 
to the wave of business takeovers and 
mergers. 


Growth in Short-term Credit” 


Quarter-to-quarter percentage growth 
at annual rates 
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© Banks’ business loans, commercial paper, bankers’ acceptances 
and banks’ foreign currency loans to residents 


Subsequent developments 

The easing in interest rates that took 
place from August on was due mainly to a 
considerably slower pace of total spending 
in Canada. This reflected not only a soften- 
ing of domestic outlays but also a slowdown 
in the demand for exports. 

Through the rest of 1981 the climate 
for easier short-term interest rates was rela- 
tively favourable in other respects as well. 
The Canadian dollar was not subjected to 
sharp downward shocks of the kind that 
were so prominent in July and August. The 
wave of takeovers ebbed rapidly and the 
agreement in September between the federal 
government and Alberta on energy pricing 
and taxation relieved the uncertainties com- 
ing from that source. A further factor was 
that short-term interest rates in the United 
States moved down. The decline reflected a 
slowing in spending and in money supply 
growth. The moderation in spending in the 
United States has to date been more pro- 
nounced than in Canada reflecting mainly a 
greater improvement in inflation in that 
country than has been achieved in Canada. 

In the light of these various develop- 
ments and a fall in M1, the Bank conducted 





its market operations and managed the cash 
reserves of the banking system in a way that 
was consistent with declining short-term 
interest rates. 

Canadian long-term interest rates in 
1981 displayed a profile similar to that of 
shorter-term rates in that they moved up 
almost continuously through the first part of 
the year and then fell sharply. There were, 
however, some differences. Long-term rates 
were higher at year-end than they were a 
year earlier, and the spread by which they 
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exceeded comparable yields in the United 
States widened. The wider spread seemed 
to reflect stronger inflationary expectations 
in Canada than in the United States. 

As at the time that this Report is 
being written, short-term market interest 
rates in Canada are in the range of 15 per 
cent and are 2 to 3 percentage points below 
their level at this time a year ago. They are 
not very far above what is widely regarded 
as the present inflation rate in Canada, 
11-12 per cent. The considerable divergence 
of short-term interest rates between Canada 
and the United States that developed last 
summer and reached a peak of about 5 per- 
centage points around the end of last Nov- 
ember has disappeared, partly due to a 
decline in such rates in Canada but mainly 
due to an increase in the United States. 
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Recent Trends in Costs and Prices 


This section of the Report considers 
first the movement of domestic costs and 
prices in 1981 and then reviews the factors 
that have contributed to the increase of 
inflationary pressures in Canada over the 
last few years. 


Costs and prices in 1981 

Although Canada’s overall inflation 
experience in 1981 was clearly unfavour- 
able, there were signs of improvement in 
some areas as the year progressed. The 
easing of price pressures that did take place 
was very much associated with the general 
slowing of economic activity in North 
America and much of the rest of the indus- 
trial world. The emergence of more compet- 
itive markets made it more difficult to push 
up, or even in some cases to maintain, 
prices. While domestic costs, notably wages 
and energy, continued to exert pressure 
through the year in Canada, domestic prices 
in general were rising somewhat less rapidly 
at the end of the period than they were 
earlier on. Consumer prices, which in mid- 
1981 were registering year-to-year increases 
of close to 13 per cent, were rising by about 
12 per cent on this basis at the end of the 
year, and somewhat less for recent months 
taken by themselves. 


Following a pattern similar to that 
seen in the United States, the Canadian 
economy rebounded sharply in the second 
half of 1980, growing by about 5 per cent 
in real terms from mid-1980 to mid-1981. 
This was due to a broadly based surge of 
spending in the economy, as Gross National 
Expenditure in current dollars expanded at 
an annual rate of about 15 per cent. In the 
process, the Canadian unemployment rate 
declined from 7.9 per cent in May 1980 toa 
low point of 7 per cent in April 1981. The 
faster pace of economic activity was also 
reflected in an increase in industrial output 
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relative to capacity, with capacity utilization 
in a number of industries climbing back to 
the peaks reached in 1979. By the spring 

of 1981 some signs emerged that economic 
activity was beginning to slow, as also was 
becoming apparent in the United States. 
However, it was not until the third quarter 
that real GNE in Canada actually recorded a 
decline, and not until September that there 
was any clear evidence of an easing in the 
demand for labour. In more recent months 
current dollar spending in the economy has 
been advancing less rapidly than before. 
This has been reflected mainly in a reces- 
sion in production and employment, but 
there has also been some moderation in in- 
flation in response to the changed economic 
environment. 

Commodity prices turned downwards 
as early as November 1980, when North 
American interest rates increased sharply. 
In the second half of 1981 commodity prices 
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were consistently below year-earlier levels. 
Good crops of wheat and other grains made 
an important contribution to this develop- 
ment but the weakening of prices for meats 
and a wide variety of industrial materials 
was more a response to the easing of 
demand. Lumber prices were particularly 
soft as housing starts in the United States 
declined for the second year in a row. Re- 
sponding to these changing market condi- 
tions, the rise in Canadian industry selling 
prices also began to slow from mid-1981. As 
with commodities, a more moderate trend 
for industrial prices showed up first in a 
limited number of sectors, particularly lum- 
ber and automobile related products, but 
by year-end the easing had extended across 
the range of industrial goods. 

As was noted above, the inflation 
rate for consumers has slackened somewhat 
in recent months. However, the improve- 
ment has been much less than for industrial 
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prices, notwithstanding the marked slowing 
in the rise in the cost of food at the retail 
level that has mainly reflected underlying 
commodity developments. 

The jump in domestic energy prices 
in 1981 was an important factor pushing 
up consumer prices. Oil and gas prices at 
the wellhead began to move up more rapidly 
towards world levels from late 1980 under 
the influence of the federal government’s 
National Energy Program. To these price 
increases were subsequently added federal 
surcharges designed to reduce the net sub- 
sidy provided to oil consumers and to help 
finance Canadianization of the domestic 
oil and gas industry, as well as some provin- 
cial taxes. The oil and gas pricing agreement 
announced in early September by the fed- 
eral government and Alberta implies that 
the energy component of the Consumer 
Price Index will continue to rise relatively 
rapidly, but still considerably less than in 
1981 when it went up by some 30 per cent. 
The likely pace of increase should moderate 
further still if the current worldwide weak 
demand for oil products continues. 

Retail prices other than for food and 
energy rose at a faster pace during 1981 than 
in 1980. This was not surprising given that 
prices of these consumer goods and services 
tend to react less systematically and more 
slowly to changes in the pace of economic 
activity than do those of goods at a less 
advanced stage of processing. While the 
prices of most durables and semi-durables 
did show some moderation in the second 
half of 1981 in response to the declining 
pace of business activity, these downward 
influences generally were outweighed by the 
continued rapid growth of prices in sectors 
where total costs are dominated by labour 
compensation. For example, the price of 
services excluding shelter, perhaps respond- 
ing with a lag to the earlier tight conditions, 
rose at a 14 per cent annual rate during the 
last quarter of the year. Moreover, to these 
domestic influences pushing up prices was 
added the effect of some depreciation of the 
Canadian dollar against the U.S. dollar. 
This contributed, along with rising U.S. 


prices, to a substantial increase in the Cana- 
dian dollar price of imported goods and 
Services. 

Labour costs account for about two 
thirds of all production costs for the busi- 
ness sector as a whole. Thus, the strong rise 
in labour costs put an effective limit on the 
pace of deceleration of Canadian inflation in 
the latter part of 1981. While there was 
some cyclical increase in measured produc- 
tivity per worker in the first half of 1981, 
there was no evidence of any permanent 
improvement in the trend of productivity 
growth. Without such an improvement, the 
rise in labour costs of production keeps 
step with the rise in wages. The 12 per cent 
increase in the average industrial wage in 
1981 was substantially above the increase 
recorded in 1980. Moreover, wage settle- 
ments, an important leading indicator of 
advances in wage costs, increased strongly 
in 1981. Newly negotiated wage settlements 
without cost-of-living adjustment (COLA) 
clauses rose by over 2 percentage points to 
a 1312 per cent annual rate of increase in 
1981 and were over 14 per cent in the 
second half of the year. Increases of this 
magnitude were apparent in both the 
public and the private sectors. 
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The fact that prices and output have 
tended to react more rapidly than wages 
to the recent easing of demand through 1981 
has had a sharp impact on the profits of 
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commercial enterprises. Business profits 
fell sharply in 1981, and as a per cent of net 
national income they declined from over 

17 per cent early in 1980 to about 12 per 
cent in the second half of 1981. These devel- 
opments have contributed in turn to a 
sluggish demand by business for both 
labour and new plant and equipment. The 
unemployment rate rose in consequence 
from close to 7 per cent in the summer to 
over 8 per cent more recently — 8.3 per 
cent in January 1982 — and the pace of 
business investment outside the energy 
sector weakened during the year. 


The increase in inflationary pressures in 
recent years 

After having moderated substantially 
from the very high levels of inflation seen 
in 1974 and 1975, prices began to rise no- 
ticeably faster in a few important sectors of 
the economy as early as 1977. The price 
gains were at first small and localized, but 
inflation began to build up as the markets 
for goods, services and labour gradually 
tightened over time. 

By 1978 the upward pressure on 
prices was much more prominent. The rise 
in domestic food prices accelerated to over 
15 per cent in the year and beef prices 
jumped by 45 per cent. While to some ex- 
tent this was a cyclical rebound from the 
low prices for food seen in 1976, the declin- 
ing exchange value of the Canadian dollar 
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also played a role. By 1979 Canadian food 
price increases were moderating but the 
effects of the currency depreciation on other 
domestic prices had become widespread. 
To these forces for higher prices were then 
added the influence of stronger demand 
and price pressures in the United States 
which contributed to a further substantial 
increase in the prices of both imports and 
exports; the rise in import prices acceler- 
ated to a peak rate of 17 per cent in the year 
ending in the first quarter of 1980, while 
the price of exports rose by 23 per cent over 
the same period. As these inflationary 
forces in turn began to wane under the re- 
strictive influence of firmer U.S. monetary 
policy, they were replaced in 1980 and 1981 
by the effects of the domestic energy price 
increases noted above. 

The cumulative effects of these price 
pressures generated a growing perception 
in Canada of accelerating rather than decel- 
erating inflation. In turn, this prompted 
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defensive measures in goods and labour 
markets which led to more cost and price 
pressures. The sharp climb in house prices 
in many urban centres in 1980 and early 
1981 was a particularly striking example of 
intense inflationary expectations since it 
took place against a backdrop of higher 
mortgage rates. The considerable step-up in 
company takeover activity, in many cases 





resulting in a sharp rise in asset valuations, 
was another instance. As was noted earlier 
in this Report in the section on interest rate 
developments, bond yields have also been 
under continual upward pressure and the 
spread over U.S. rates has tended to widen, 
pointing to more adverse inflation expecta- 
tions in Canada than in the United States. 

In principle, restrained demand con- 
ditions in the economy can over time offset 
the influence of relative price shocks and 
prevent a sustained pickup of inflation. But 
in the late 1970s, the forces acting to slow 
spending proved insufficient to neutralize 
the upward push on the inflation rate com- 
ing from the array of price pressures noted 
above. Indeed, the lower level of the Cana- 
dian dollar and strong investment outlays 
spurred the rise in aggregate demand 
between 1978 and mid-1981, and the overall 
stance of demand management policies was 
not sufficiently restrained to overcome 
these other demand and direct price influ- 
ences. Monetary policy proved to be more 
gradualist than it was intended to be. While 
the rate of growth of federal government 
expenditures relative to GNE slowed after 
1974, a number of discretionary tax reduc- 
tions were made between 1974 and 1980. 
These contributed to the increase in the size 
of the federal government deficit over that 
period and to the growth of spending gener- 
ally in the economy. 

For most of the three years between 
mid-1978 and mid-1981 there were increas- 
ing rather than decreasing pressures on 
Canada’s productive capacities. The unem- 
ployment rate, for example, fell through 
the period from 82 per cent to 7 per cent in 
the spring of 1981. At the same time, the 
ratio of those employed to those of working 
age rose almost without interruption to rec- 
ord highs, while the help wanted index and 
other measures of labour market conditions 
continued to point to increased market tight- 
ness. As has been discussed in recent 
Annual Reports, operating rates in a large 
number of industries, particularly those 
producing goods for export or competing 
with imports, also rose to effectively high 
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levels in 1978 and 1979 and then fell back 
only temporarily in the early part of 1980. 

There is no question that some indus- 
tries faced difficulties in this period, and 
that many aggregate measures indicated that 
slack in the national economy remained 
high by traditional standards. However, 
interpretation of these indicators is compli- 
cated by a number of factors. In particular, 
the Canadian economy has been subjected 
since the middle 1970s to the major relative 
price disturbances coming from higher 
energy prices and a lower value for the Ca- 
nadian dollar. These have benefitted partic- 
ular groups or sectors in the economy while 
at the same time reducing profits and the 
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prospects for growth enjoyed by other 
groups or sectors. The pervasive impact of 
all these developments can be seen over 
recent years in the relatively faster growth 
rate of the western provinces in general, and 
the difficulties of the automobile industry 

in particular. During any period when 
factors of production such as labour and 
capital are moving on a large scale from less 
favoured to more favoured sectors, tradi- 
tional measures of capacity output and full 
employment have to be viewed with particu- 
lar caution. They tend to overstate the size 
of the gap between actual output and the 
level that is potentially available without 
fuelling inflationary pressures. 

The sustained high demand for labour 
through the period to mid-1981, allied with 
the recognition that price pressures of the 
kind described above were putting down- 
ward pressure on incomes in real terms, that 
is in terms of their purchasing power, led 
to accelerating increases in compensation in 
money terms. However, there was no ac- 
companying real gain; prices tended to rise 
faster still. The fact that real incomes did 
not show the same growth as before 1975 
reflects an underlying economic reality. The 
rate of improvement over any extended 
time period is primarily determined by the 
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growth of output per worker or productiv- 
ity. For reasons that go far beyond the 
cyclical experience of recent years, produc- 
tivity has stayed virtually flat in the Cana- 
dian economy since 1976. This implies that 
the most basic requirement for real income 
gains has not been met. 

Favourable developments in 
Canada’s international terms of trade — the 
prices Canada receives for its exports com- 
pared with those it pays for imports — can 
at times allow real incomes to grow faster 
than productivity. Unfortunately, since 1976 
this factor has been working in the opposite 
direction. The international terms of trade 
have fallen substantially in recent years, 
thus reducing the purchasing power of 
Canadian production on the world market. 
Upward adjustments in energy prices have 
similar shorter-run adverse effects on the 
purchasing power of energy users, even 
if the ultimate effects are beneficial in terms 
of energy supply and conservation and in 
terms of improving the economy’s produc- 
tive potential in the years ahead. The 
general pursuit of higher nominal incomes in 
an attempt to offset the influence of such 
developments must eventually prove 
ineffective, but it does serve to give further 
impetus to the inflationary process. 


International Aspects 





A striking feature of Canada’s inter- 
national transactions in 1981 was the very 
large need for external borrowing to which 
they gave rise. The main components of this 
need were a deficit of about $7 billion in 
Canada’s balance of international payments 
on current account and a net outflow of 
about $10 billion arising from changes in 
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direct investment, that is, in investment in 
businesses where the investor has control 
of, or some direct interest in, the business 
being financed. The comparable amounts in 
1980 were each about $2 billion. The 1981 
requirements depressed the foreign ex- 
change value of the Canadian dollar from 
time to time during the year and especially 
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just after mid-year, and their financing in- 
creased substantially the amount of external 
interest-bearing debt that must be serviced 
in the years ahead. 

The increase in Canada’s interna- 
tional deficit on current account was due 
partly to a decline in the surplus on mer- 
chandise trade (from $7%4 billion to $6¥/2 
billion), partly to an increase in the deficit 
on services and transfers other than interest 
payments (from over $4 billion to about 
$5 billion), but mainly to an increase in the 
net payments of interest (from $52 billion 
to about $8 billion if one includes what is 
recorded as miscellaneous income and is 
mainly interest on non-resident investments 
other than bonds). 

The large increase in net interest 
payments to non-residents arose mainly 
from the substantial increase in the interest- 
bearing debt of Canadians to foreigners 
but was due also to an increase in the rates 
of interest payable on that debt. 

In respect of the balance on merchan- 
dise trade, imports increased strongly from 
the latter part of 1980 to mid-1981 in line 
with the pickup in total spending in Canada 
but declined abruptly in the fourth quarter 
of the year as domestic demand weakened. 
Exports too rose fairly briskly in the first 
half of 1981 reflecting the buoyancy of 
demand in the United States, but they were 
little changed in the second half of the year 
as external demand eased. Canada’s deficit 
on crude petroleum widened sharply in the 
wake of production cutbacks by Alberta 
in March and June and narrowed consider- 
ably after the cutbacks were rescinded in 
September; for the year as a whole it 
widened by over $1 billion to more than 
$5 billion. 

There were three main types of 
direct-investment flow across Canada’s bor- 
ders. The two smaller components were the 
investment of some $5 billion by Canadians 
in businesses abroad and the investment 
of over $2 billion by non-residents in busi- 
nesses in Canada. The other component was 
the sale by non-residents to Canadians of 
some $8 billion of their controlling interests 


in businesses in Canada. The greater part 

of these takeovers was in the oil and gas 
industry and was in accordance with the 
Canadianization aspect of the National 
Energy Program but a considerable part was 
outside the energy field. 

In the circumstances that existed, 
purchases of foreign-owned businesses in 
Canada had to be financed through addi- 
tions in one way or another to Canada’s in- 
terest-bearing foreign indebtedness. In most 
cases this was accomplished by the Cana- 
dian purchasers doing the related foreign 
borrowing. They did it mainly by borrowing 
U.S. dollars from Canadian banks, which 
in turn borrowed the funds on international 
money markets. But a significant part of 
the takeover activity included no arrange- 
ment for foreign financing. In those cases 
Canadian dollars were converted in the 
exchange market, putting immediate down- 
ward pressure on the Canadian dollar. In 
July that pressure was very great. Large 
sales of Canadian dollars in an exchange 
market that had already been unsettled by 
the growing scale of takeover operations 
triggered a steep slide in the exchange rate. 
As was noted in the earlier section on inter- 
est rate developments, in late July the Min- 
ister of Finance requested banks to limit 
their financing of such operations in order to 
ease the pressure on the exchange rate. 

The effect on the exchange market of 
the foreign exchange conversions produced 
by the wave of takeovers was reinforced 
both by uncertainty as to the scale of con- 
versions from further takeovers and by 
longer-term balance of payments considera- 
tions. In respect of the longer term, it was 
clear that the annual interest cost of the 
foreign borrowing done to finance the take- 
overs would be much larger for many years 
than the dividend payments that would have 
been made by the enterprises taken over. 

In that way Canada’s need to borrow 
abroad in the foreseeable future was being 
increased. 

Much of the foreign borrowing 
required to balance Canada’s international 
payments in 1981 came from sales to non- 
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residents of a very large volume of bonds is- 
sued by Canadian borrowers. These totalled 
well over $10 billion compared with less 
than $3 billion in each of the previous two 
years. The great majority of the bonds were 
denominated in U.S. dollars but significant 
amounts were denominated in other foreign 
currencies and there was a considerable 
volume of Euro-Canadian dollar issues. The 
upsurge of bond financing abroad was asso- 
ciated with an increase in total bond financ- 
ing by Canadian borrowers and appreciable 
interest rate differentials in favour of long- 
term borrowing abroad. As interest rates fell 
back from their late summer peaks borrow- 
ers took advantage of the stronger markets. 
This led to a particularly heavy volume of 
bond financing abroad in the fourth quarter 
of the year. 

Very large amounts of foreign cur- 
rency, mainly U.S. dollars, were borrowed 
by the Canadian banks in 1981 in interna- 
tional financial markets to finance foreign 
currency loans to Canadians. This was the 
channel of financing used by most of the 
purchasers who paid for their takeovers in 
foreign currency. Financing through this 
channel was the principal component of the 
flows shown in the bottom right-hand panel 
of the chart on page 21. 

Foreign exchange operations by the 


Bank of Canada as agent for the Exchange 
Fund Account of the Minister of Finance 
continued to be directed towards dampening 
fluctuations in the exchange rate. These 
operations sometimes involved sizeable offi- 
cial purchases and sales of foreign exchange 
with consequent changes in the level of 
Canada’s official reserve holdings. At times 
during the year, especially in July and 
August, the medium-term revolving standby 
credit facilities with banks were drawn upon 
to supplement reserves; however, by year- 
end all outstanding drawings had been 
repaid in full. 


* * * 


For the Western industrial countries 
1981 was a difficult year, characterized by 
continued slow growth and sharply rising 
unemployment. As is evident from the table 
the upward trend in unemployment in the 
United States and major European countries 
during 1981 was sharper than in Canada 
and at year-end some were experiencing 
higher unemployment rates. At the same 
time, progress in reducing inflation has been 
uneven. Though the United States and 
Japan both experienced a considerable 
deceleration in inflation, the U.S. rate re- 
mained historically high. In the European 
countries, partly because of the effect on 
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the cost of imports of the appreciation of the 
U.S. dollar during much of 1981, progress 
was mixed. Though the rate of inflation 

in both the United Kingdom and Italy 
slowed, it remained very high in the latter. 
In both Germany and France rates of price 
increase were higher than in 1980. 

Public policies have by and large 
continued to be directed towards a reduc- 
tion of inflation as an essential prerequisite 
for improving economic performance. Most 
countries have been endeavouring to con- 
tain budget deficits; however, these deficits 
remain large, owing primarily to the impact 
of slower growth. Overseas countries have 
had to take into account interest rate devel- 
opments in the United States because of 
their concern that undue depreciations of 
their currencies would add to inflationary 
pressures. Other industrial countries’ trade 
with the United States is a much smaller 
proportion of their total exports and imports 
than is the case for Canada, and a change 
in the value of their currencies in terms 
of the U.S. dollar thus has a much smaller 
impact on their effective exchange rates. 
However, the fact that oil and some other 
commodity imports are priced in U.S. dol- 
lars increases the significance of fluctua- 
tions in their currencies vis-a-vis the U.S. 
dollar. 


* * * 


During recent years many of the de- 
veloping countries and some of the Eastern 
European and smaller industrial countries 
have built up large external debts. A large 
part of this borrowing has been done on the 
private capital market, mainly through the 
international banking system. The serious 
problems that some countries are now 
having in managing their debts are putting 
strains on the international financial system. 

Borrowing on international capital 
markets by Eastern European countries de- 
clined in 1981, falling sharply in the second 
half of the year as lenders became increas- 
ingly cautious, especially in the light of the 
situation in Poland. There was, however, 

a significant increase in funds raised by non- 
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oil developing countries, although it was 
concentrated in a small group of mainly 
higher income countries. Lower income 
countries, which have limited access to 
international financial markets, continued to 
rely heavily on official grants and loans. 

During the past year world oil market 
conditions eased in large measure because 
of a softening of demand. Prospects for 
price stability improved following the agree- 
ment by OPEC countries last autumn not to 
increase posted U.S. dollar oil prices in 
1982. With continued rapid growth in their 
imports and a decline in their exports, the 
current account surplus of the OPEC coun- 
tries appears to have decreased in 1981 by 
more than a third from the peak of over 
U.S.$100 billion in 1980. The counterpart to 
this narrowing was a reduction in the com- 
bined deficits of industrial countries. The 
non-oil developing countries as a group 
probably experienced a further widening in 
their deficits. Their exports were adversely 
affected by the slow growth in the industrial 
countries and the associated weakening in 
world commodity prices, and their debt 
service burden was increased by higher 
interest rates on international markets. 

Although the OPEC surplus is 
expected to continue to narrow in 1982, the 
balance of payments financing needs of 
the developing countries and of the smaller 
industrial countries are likely to remain 
large in total. At the same time the interna- 
tional banks have tended to become more 
concerned about the profitability of their 
international lending operations and the 
degree of concentration of their country risk 
exposure. There is also some concern about 
the adequacy of their capital bases to sup- 
port continued intermediation on the scale 
of the past few years. The countries in- 
volved are finding their policies and pros- 
pects subject to more intensive market scru- 
tiny; this is being reflected in a greater 
differentiation of interest rate spreads 
between borrowers. 

The International Monetary Fund has 
recently been playing a more active role in 
the adjustment process. Net disbursements 





to developing countries have increased sig- 
nificantly in the past two years and there 
has been an even sharper increase in com- 
mitments. In large part this has reflected the 
Fund’s new policy of enlarged access, in 
support of which the Fund has substantially 
increased its borrowing from some member 
countries. Canada is participating with the 
monetary authorities of most industrial 
countries in arrangements that will enable 
the Fund to obtain up to 1.3 billion of 
Special Drawing Rights (approximately 
equivalent to $1.8 billion) in short-term 
financing, either directly or through the 
Bank for International Settlements. 


Most of the recent increase in finan- 
cial assistance by the Fund to countries 
facing external payments imbalances has 
been conditional on the implementation of 
suitable adjustment policies. Provision of 
temporary balance of payments financing of 
this nature, as distinct from longer-term 
lending for developmental purposes, is an 
essential part of the Fund’s role in the inter- 
national monetary system. Although the 
Fund can meet only a relatively small part 
of total financing requirements, its involve- 
ment can encourage countries to follow 
policies that will increase their creditworthi- 
ness and their access to other lenders. 
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The Use of Monetary Aggregates 


In this Report the importance of 
controlling the rate of monetary expansion 
has been emphasized. This section dis- 
cusses some of the issues involved in put- 
ting this basic proposition into practice. 

There is no single definition of the 
money supply. A whole range of liquid 
financial assets, reflecting varying degrees 
of ‘‘moneyness’’, exists in Canada. These 
assets can be combined into a wide spec- 
trum of alternative definitions of the money 
supply. At one end of the spectrum there 
is as narrow a definition as the currency and 
deposit liabilities of the Bank of Canada, 
often called central bank or base money. At 
the other extreme there are broad aggrega- 
tions which include all deposits at banks and 
other financial institutions along with public 
holdings of liquid securities issued by gov- 
ernments and non-financial corporations. 

The aggregate chosen by the Bank 
for special attention is a narrowly defined 
one, namely currency and the demand 
deposits at chartered banks held by the gen- 
eral public. This aggregate, usually called 
M1, is a measure of the money balances held 
by individuals and businesses for making 
payments. The Bank’s decision to make 
particular use of M1 is based on two main 
characteristics of this aggregate. One is the 
fairly stable and systematic relationship 
that has been observed between upswings 
and downswings in the rate of growth of the 
dollar amount of total spending in the econ- 
omy and in the growth rates of money hold- 
ings defined in this way. When total spend- 
ing in the economy has accelerated, whether 
because of more rapid increases in the vol- 
ume or prices of transactions, the public has 
typically sought to hold larger money bal- 
ances to facilitate its payments and these 


actions have raised the rate of M1 growth. 
The second characteristic is that M1 can 

be steered along a target path more readily 
than the larger aggregates. The steering 
mechanism used is the influence the Bank of 
Canada can exert on the level of short-term 
interest rates. For example, an increase 

in short-term interest rates encourages hold- 
ers of currency and demand deposits to 
economize on these non-interest-bearing 
balances thereby slowing M1 growth. 

The Bank has been setting targets for 
the growth of M1 since 1975 with the objec- 
tive of giving more weight than previously 
to longer-term considerations in the conduct 
of monetary policy. The targets for M1 have 
been gradually reduced from an initial range 
of 10 to 15 per cent growth to the current 
range of 4 to 8 per cent. 

In the course of pursuing its targets 
the Bank has not considered that it was wise 
to place a great deal of emphasis on the 
short-run performance of M1. There are a 
number of reasons for this. 

One reason Is that M1 is affected over 
the short term not only by broad economic 
and monetary conditions but by other influ- 
ences as well. Some of these influences 
are readily identifiable. For example, postal 
strikes have led to temporary buildups of 
balances in the chequing accounts of indi- 
viduals, and the yearly Canada Savings 
Bond campaign and the annual payment of 
interest on outstanding savings bonds in 
November have had transient influences on 
M1 because of the associated large flows 
of funds in and out of bank accounts. There 
are however frequent fluctuations in M1 
for which no explanations have been identi- 
fied. Although most of these fluctuations 
are neither large nor long-lasting, they can 
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sometimes cause M1 to diverge from its 
basic trend for several months. 

There is no apparent benefit in at- 
tempting to smooth these fluctuations since 
they do not reflect basic economic trends. 
To do so would require sharp swings in 
interest rates which would cause difficult 
adjustment problems for both borrowers 
and lenders. 

A second reason is that M1 does not 
immediately reflect sudden changes in eco- 
nomic forces. In instances where it is possi- 
ble to anticipate with some certainty the 
effects of economic shocks, including their 
implications for M1, the Bank has responded 
to those shocks immediately rather than 
wait for them to be reflected in M1. The 
most prominent recent examples have been 
sudden movements in the foreign exchange 
value of the Canadian dollar related to the 
sharp fluctuations in U.S. interest rates 
or to other developments. In the inflationary 
environment which has existed in Canada 
a significant decline in the Canadian dollar 
leads before long to a faster rise in prices, a 
higher dollar amount of total spending in 
the economy and an increase in holdings of 
M1 balances to facilitate that spending. The 
Bank has reacted immediately to moderate 
potentially inflationary movements in the 
exchange rate rather than wait until an 
exchange rate induced increase in inflation 
pushed M1 through the top of its target 
band. 

Similarly the Bank has on occasions 
resisted tendencies for short-term interest 
rates to decline to levels that seemed low 
relative to the rate of inflation. In the past 
when short-term interest rates have re- 
mained below the rate of inflation for any 
length of time they have provided dispro- 
portionate incentives for increased borrow- 
ing, thereby fuelling speculative activities 
and contributing further to inflationary pres- 
sures. 

Actions by the Bank to moderate 
excessive exchange rate or interest rate de- 
clines have on occasion caused M1 to move 
below its target range or to remain there 
somewhat longer than otherwise. However, 
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these divergences from the target have been 
temporary and the Bank believes that this 
approach has been preferable to one of per- 
mitting inflationary pressures to build up 
before monetary policy responds. 

The use that can be made of M1 in the 
short run has also been complicated because 
its path has been altered by a number of 
innovations in banking arrangements. The 
average size of M1 balances that businesses 
and individuals hold has been significantly 
lowered in recent years relative to the dollar 
amounts of their payments because of these 
innovations. 

As interest rates have risen large 
corporations have increasingly been trying 
to minimize their demand deposit balances. 
In 1976-77 they were able to achieve a sub- 
stantial reduction in those balances because 
of improved cash-management facilities 
being offered by banks. Although the Bank 
was aware of this development as it was 
taking place, it was not possible to estimate 
the magnitude of the effect on M1 until after 
the process was largely complete, and dur- 
ing that time the growth of M1 was a less 
reliable guide for monetary policy. The M1 
targets established in 1976 and in 1977 have 
provided a considerable but incomplete 
offset to this shift in M1. 

A more recent innovation has been 
the widespread availability since late 1979 of 
Savings accounts on which interest is calcu- 
lated on a daily basis. These accounts are 
an attractive home for temporary surpluses 
of funds that would otherwise have accumu- 
lated in the non-interest-bearing chequing 
accounts of individuals. They therefore 
provide an incentive for individuals to man- 
age their affairs with smaller balances on 
average in their chequing accounts. Since 
personal chequing accounts are a compo- 
nent of M1 and daily interest accounts are 
not, the result has been to reduce the 
growth rate of Mi. When the current target 
growth rates for M1 were announced in Feb- 
ruary 1981, the level of the target was 
adjusted downward to take account of this. 
The downward adjustment was achieved by 
choosing a new base from which to measure 





the target growth rates that was slightly 
less than one per cent below the centre of 
the previous target range. 

During the past year there has been a 
further substantial increase in the balances 
in daily interest savings accounts and a por- 
tion has once again come at the expense 
of the growth of personal chequing ac- 
counts. The interpretation of the recent path 
of M1 requires that some account be taken 
of this further shift. As a preliminary esti- 
mate it would appear that the growth of 
M1 has gradually been lowered by something 
like an additional two percentage points 
during 1981 from what it otherwise would 
have been. The Bank will take this addi- 
tional shift into account in its next adjust- 
ment to the target range for M1. 

Some further innovations in banking 
arrangements likely to affect M1 are under- 
way and there are others that are widely 
expected. For example some financial insti- 
tutions have introduced deposit accounts 
for individuals that provide both chequing 
services and a competitive interest return if 
balances are held in excess of some mini- 
mum level. These accounts may lead many 
individuals to give up separate personal 
chequing accounts. There are in addition 
developments taking place which are likely 
to lead to the cash-management services 
now obtained by large companies being 
offered by the banks to medium-sized enter- 
prises as well. In the future there is the pos- 
sibility that the evolution towards the use 
of electronic means of transferring funds 
will lead to a change in the use of chequable 
balances. The Bank is keeping close track 
of these developments. 

Shifts in the desired quantity of trans- 
actions deposits certainly complicate the 
interpretation of short-run movements in M1 
since the adjustments that are necessary 
take some time to be determined. However, 
the Bank expects that it will be possible to 
identify and take sufficient account of shifts 
to preserve the usefulness of M1 as a longer- 
run policy target. 


* ** * 


The fall in M1 in the latter half of 1981 
raises some difficult problems of interpreta- 
tion. Following the temporary buildup of 
transactions balances during July because of 
the postal strike, M1 was affected by the 
conjunction of a number of influences oper- 
ating to reduce it. The increase in short- 
term interest rates from May through to the 
peak reached in early August had a major 
downward impact. The slower advance 
of spending in the autumn provided a fur- 
ther depressing influence. There was in 
addition the ongoing shift of deposit bal- 
ances out of non-interest-bearing chequing 
accounts into daily interest savings ac- 
counts. This shift in fact accelerated during 
the last half of the year because of the 
sharply increased incentive provided by 
interest rate levels. The subsequent decline 
in interest rates since August has reversed 
the direction of the interest rate influence on 
M1. As aresult some recovery of M1 has 
already taken place but it will take some 
months for this influence to have its full 
effects. However, the movement of M1 over 
the past few months is well outside the 
range of what can be explained by changes 
in total spending and interest rates even 
after allowance is made for the shift of funds 
into daily interest savings accounts. 

One possibility that the Bank is in- 
vestigating is that there may be a problem in 
the statistical measurement of the M1 aggre- 
gate. Estimating the quantity of M1 balances 
held by the general public is complicated 
by the need to eliminate the double counting 
caused by cheques that have been deposited 
in payees’ accounts but are in transit in 
the banking system and have yet to be de- 
bited from issuers’ accounts. Thus cheques 
and other payment items in transit must 
be deducted from the gross demand deposits 
reported by the banks in order to calculate 
M1. Estimates* of the dollar amount of items 


* Since it is not possible to obtain a direct measure of 
cheques in transit on the weekly basis used for money 
supply statistics, an estimate is calculated residually 
as the difference between bank liabilities, including 
capital, and reported bank assets. Thus a data error in 
any balance sheet item will affect the estimate of 
cheques in transit. 
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Money Supply and Target Growth Ranges 


Currency and demand deposits (M1) 


28 
Billions of dollars, seasonally adjusted 
Ratio scale 
26 
24 
2 (2 
20 
Postal strike 
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1976 1977 

in transit have been subject to substantial 
revisions recently because of some report- 
ing problems associated with certain 
changes arising from the revised banking 
legislation. These changes include the pur- 
chase by banks of the minority sharehold- 
ings of their subsidiary companies and the 
consolidation of these subsidiaries with 
the parent bank in the data reported under 
the newly revised statistical reporting 
system for banks. 

In these circumstances the Bank is, 
for the time being, not inclined to draw 
inferences about monetary conditions from 
the recent pattern of M1 growth beyond 
those that can be confirmed by other eco- 
nomic and financial indicators. 

The Bank has examined monetary 
aggregates that are more broadly defined as 
possible guides for policy but so far at least 
they do not provide attractive alternatives 
to M1. Aggregates that are much broader 


a2 


1978 









1979 1980 1981 82 
have been even more subject to shifts than 
M1 and targets expressed in terms of these 
aggregates would likely require more fre- 
quent adjustment than is now the case. 
Moreover the analysis of past experience 
suggests that longer periods would elapse 
when the interpretation of the movements in 
the aggregates relative to their targets would 
be in doubt. 

Experience to date confirms the 
Bank in its view that sole reliance on mone- 
tary aggregates in judging the appropriate 
degree of monetary expansion is not war- 
ranted. But the Bank also continues to be- 
lieve that M1 is particularly useful as a check 
against cumulative error in monetary policy 
over the longer term. The ultimate interest 
of the Bank is the performance of the econ- 
omy, and it continues to take account of a 
wide range of economic and financial 
considerations in its conduct of monetary 
policy. 


Changes in Canadian Banking Legislation 


Important revisions to Canadian 
banking legislation were enacted by Parlia- 
ment on December 1, 1980. These changes 
were designed to encourage more competi- 
tion in Canada’s financial system and to 
provide for more equitable treatment of 
financial institutions in a number of areas. 

One of these revisions was to make 
provision for foreign banks to establish 
banking subsidiaries in Canada. Previously 
many foreign banks had operated affiliated 
financial corporations in Canada usually 
under provincial jurisdiction. These affili- 
ates competed with Canadian banks in com- 
mercial lending and related services without 
being subject to Canadian banking legisla- 
tion. Under the revised legislation foreign- 
owned banks have the same powers as 
Canadian-owned banks and are subject to 
the same restrictions except that several 
additional limitations apply to them. By 
means of restraints imposed on their author- 
ized capital and leverage the foreign-owned 
banks as a group will be limited in their 
domestic lending to an amount not exceed- 
ing 8 percent of the total domestic assets 
of the Canadian banking system. Moreover 
a foreign bank may be permitted to open 
a subsidiary in Canada only if it has the 
potential to contribute to the competitive 
banking environment and if Canadian banks 
have at least equal opportunities to conduct 
business in its home country. At present 
47 foreign-owned banks from 13 countries 


have received permission to operate in 
Canada as chartered banks. These banks are 
concentrating their lending operations on 
providing funds to business enterprises. 
There has also been a limited expan- 
sion of banks’ lending powers. In particular, 
banks are now specifically permitted to 
engage in certain types of financial leasing 
and factoring through subsidiary companies. 
Since the beginning of the century 
Canada’s clearings and settlements system 
for processing the flow of cheques and other 
payment items through the financial system 
has been operated by the chartered banks 
under the authority of the Canadian 
Bankers’ Association Act. Under a new 
Canadian Payments Association Act non- 
bank institutions that accept transferable 
deposits are now able to participate in the 
operation and further development of the 
national clearings and settlements system as 
members of the newly formed Canadian 
Payments Association. Substantial progress 
has been made in establishing the frame- 
work of regulations under which the Associ- 
ation will operate and it is expected that the 
Association will take over the clearing system 
later in 1982. Another important task of this 
Association will be to plan the evolution 
of the national payments system towards 
one which is likely to be increasingly based 
on the transfer of funds by electronic means. 
The revised banking legislation has 
not affected the Bank of Canada’s ability to 
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conduct monetary policy but it has led to 
some changes in the Bank’s operational 
relationships with deposit-taking institu- 
tions. Under the new Bank Act the required 
primary reserves that the banks must hold 
as a ratio of their deposits have been re- 
duced.* In addition a bank may with Bank 
of Canada approval now hold its reserve 
deposits with another bank rather than with 
the Bank of Canada. In that case the host 
bank must increase its reserve holdings 

at the Bank of Canada sufficiently to meet 
the requirements of any bank for which it is 
holding a reserve account. Most of the 
foreign-owned banks have been authorized 
to hold their reserves in this way. Regard- 
less of the arrangements that it makes for 
the holding of reserves, each chartered bank 
has access to a line of credit at the Bank of 
Canada. 


*The changes to the primary reserve ratios were intro- 
duced on February 1, 1981 with a 34/2 year phase-in 
period. The reserve ratio on Canadian dollar demand 
deposits is being lowered from 12 per cent to 10 per 
cent; on Canadian dollar term and notice deposits the 
reserve ratio is being reduced to 2 per cent plus an 
additional 1 per cent on deposit amounts in excess of 
$500 million compared with the previous ratio of 4 
per cent on all term and notice deposits. In addition the 
Bank Act imposes for the first time a 3 per cent reserve 
requirement on foreign currency deposits of Canadian 
residents on the books of the banks in Canada. 
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The Bank of Canada will also extend 
a line of credit to each non-bank member 
of the Canadian Payments Association that 
participates directly in the daily clearing 
of payment items and maintains a deposit 
account with the Bank for that purpose. 
However the majority of the members of the 
CPA are likely to continue to retain another 
member to represent them in the clearing 
and settlement process rather than become 
directly involved themselves. 

Another development associated with 
the revised banking legislation was the 
implementation of a new statistical reporting 
system on November 1, 1981 to coincide 
with the beginning of the banks’ first full fis- 
cal year under the new Bank Act. The major 
change in the reporting procedure of the 
banks is that their balance sheet information 
now includes in consolidated form those 
subsidiaries in which they hold a majority 
interest; the mortgage loan subsidiaries of 
the banks are the most important in this 
regard. Since these subsidiaries do not offer 
demand deposits, the narrowly defined 
monetary aggregate M1 has remained unaf- 
fected. However the more broadly defined 
aggregates have been increased by the 
amount of the deposits of the consolidated 
subsidiaries. 


Debt Management 


In its role as agent for the Govern- 
ment of Canada in the management of the 
public debt, the Bank of Canada was in- 
volved in borrowing operations during 1981 
that resulted in an increase of $12.4 billion 
(par value) of outstanding government debt 
payable in Canadian dollars. The funds 
raised through these operations covered the 
domestic financing requirements of the 
government and added $3.4 billion to the 
level of its Canadian dollar cash balances. 

Almost two thirds of the increase in 
outstanding government debt was accounted 
for by Canada Savings Bonds. The remain- 
der of the increase was in government 
marketable bonds, most of which occurred 
in the first half of the year. There was no 
net change over the year in the amount of 
treasury bills outstanding. 

Circumstances surrounding debt 
management operations were quite different 
in the first nine months of 1981 than during 
the remainder of the year. From January 
through early autumn, about $412 billion 
was raised through additions to the supply 
of government marketable bonds and about 
$2 billion through additions to the regular 
tender offerings of 3-month, 6-month and 
1-year treasury bills. In a difficult environ- 
ment of irregularly rising interest rates and 
often unsettled financial markets, the public 
offerings of marketable bonds relied less 
on longer-term issues and more on mid-term 
bonds that included an option to the holder 


to extend the initial term. (Details of the 
marketable bond offerings during 1981 are 
provided in Appendix Table IV.) The 
amount of both marketable bond and treas- 
ury bill borrowings tapered off during the 
late summer and early fall in view of the fact 
that government cash balances were at a 
relatively high level owing to sizeable pur- 
chases of Canadian dollars in foreign ex- 
change market dealings during the second 
half of July and early August. The upward 
Swings in interest rates from January to 
August prompted redemptions of over 

$3 billion of Canada Savings Bonds during 
these eight months and resulted in upward 
adjustments on three occasions to the rate 
on all outstanding savings bonds for the 
period remaining to November 1, 1981. The 
rate adjustments were from 117/2 per cent 
to 13%/4 per cent effective April 1, to 16%/4 per 
cent effective June 1 and to 182 per cent 
effective August 1. As a consequence, the 
annual return provided by the bonds for the 
year ending October 31, 1981 was 14.41 per 
cent. 

Activities in the debt management 
field in the last three months of 1981 were 
dominated by the Canada Savings Bond 
campaign and its aftermath. The terms for 
the 1981/82 series of Canada Savings Bonds 
were announced on September 11. Reflect- 
ing the interest rate levels of competing 
savings instruments at the time, the rate was 
established at 192 per cent for the year 


35 





beginning November 1, 1981. A minimum of 
10/2 per cent was set for each of the remain- 
ing six years to maturity. It was also an- 
nounced that the 19/2 per cent rate for the 
year beginning November | would apply 

to all outstanding series. 

In the light of the downward move- 
ment of interest rates from late September 
through into November, the new Canada 
Savings Bond series with its 19/2 per cent 
first-year rate was viewed as very attractive 
during the main campaign period of late 
October and early November. The bonds 
were removed from sale at the earliest date 
possible, namely November 6. Gross sales 
amounted to $12.8 billion. The proceeds 
of the sales produced a sharp rise in govern- 
ment cash balances to a peak level of 
around $12 billion by the third week of 
November. As a result of this buildup in 
cash balances, the only maturity of govern- 
ment marketable bonds in the last quarter 
of the year — a $300 million issue due 
December 15 — was paid off rather than 
refunded and, from mid-October through to 
the end of the year, the amount of treasury 
bills outstanding was reduced each week 
through lower tender offerings. The total re- 
duction in the supply of treasury bills over 
the last two and a half months of the year 
amounted to more than $2 billion, com- 
pletely offsetting the addition that had been 
made earlier in the year. 

The decline in supply of treasury bills 
provided the Bank of Canada with the 
opportunity to announce on November 20 a 
reduction, effective December, in the mini- 
mum secondary reserve ratio of the char- 
tered banks from 5 per cent to 4 per cent. 
Since secondary reserves consist mainly of 
Government of Canada treasury bills, the 
reduction, by releasing bills formerly tied up 
in banks’ required secondary reserves, 
helped facilitate the adjustment by the finan- 
cial markets to the lower level of treasury 
bills outstanding. 

A summary of the changes over 1981 
in the outstanding Canadian dollar debt of 
the government and in its distribution is 
provided in the accompanying table. The 
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Summary of Changes in Government of 
Canada Securities Outstanding During 1981 


Billions of dollars (par value) 


Treasury billse? Pee Se, 

















Canada Savings Bonds ....... “a xo 
Marketable bonds ............ + 4,3 
+12.4 
Held by: 
Bank of Canada 
JERCASULY: DIS aye eee 0.0 
Marketable bonds............ + 1.1 
+ 1.1 
Chartered Banks 
(Vreasury’ Dulls? pon ataesasrercttes ole 
Marketable bonds............ — 0.9 
+ 0.2 
Government Accounts 
‘Treasury: Dillst. 2a6 beeen 0.0 
Marketable bonds............ + 0.1 
+ 0.1 
General Public 
Canada Savings Bonds ....... +821 
Freasury bilisi eee Sere | 
Marketable bonds............ + 4.0 
+11.0 


increase in total debt was largely absorbed 
by additions to the holdings of the general 
public. At the end of 1981 Canada Savings 
Bonds accounted for 28 per cent of the total 
domestic debt of the government, up from 
22 per cent a year previous but about un- 
changed from the end of 1979. Marketable 
bonds declined over the year to 49 per cent 
from 51 per cent of the total and treasury 
bills to 23 per cent from 27 per cent. 

In addition to its involvement in 
domestic financing operations in 1981, the 
Bank of Canada also assisted the govern- 
ment in its foreign borrowing activities. The 
only new bond financing by the government 
in foreign markets during the year was a 
U.S.$300 million private placement with the 
Saudi Arabian Monetary Agency. The issue 
was dated November 3 and the terms, 
which were finalized in mid-September, 
included a 164 per cent semi-annual rate 
and a 5-year maturity. During the year sig- 





nificant improvements were made in the 
terms of the two U.S. dollar medium-term 
revolving standby credit facilities that the 
government had arranged with banks in 
1977 and 1978. In June a new 8-year facility 
under which up to U.S.$3.5 billion could 

be drawn from Canadian chartered banks 
was announced as a replacement for a pre- 
vious facility of $1 billion less in amount and 
about 342 years shorter in remaining term. 
In October amendments were announced to 
the U.S.$3 billion credit facility in existence 
with a consortium of international banks 
which extended the term of the facility by 

2 years and provided the government with 


an option to borrow at rates based on either 
the U.S. prime rate or the London Inter- 
bank Offered Rate. Fees and margins over 
base borrowing rates payable by the govern- 
ment were reduced in both the new arrange- 
ments. 

Early in 1982 the government an- 
nounced a 400 million Swiss franc private 
placement of 5-year notes with annual 
coupons of 74/4 per cent. Proceeds of this 
financing in the Swiss capital market are to 
be applied towards the redemption of a 
SF700 million bank term loan that was ar- 
ranged by the government in early 1979 and 
is due on March 8, 1982. 
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APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 








Monthly changes, millions of dollars 


Government Net Investment All other Note Canadian dollar deposit liabilities 
of Canada foreign in Industrial assets circulation Chartered Government Other 
securities at currency Development (net) banks of Canada 

book value assets Bank 


1981 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 

















1982 





January 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 


Millions of dollars unless otherwise indicated 


1981 


January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December 


1982 


January 


February 


1-15 
16-31 


1-15 
16-28 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-31 


1-15 


Total 
minimum 
cash 
requirements 


7,041 


7.092 


walt 


6,981 


7,100 


7,011 


OS 


7,081 


7,240 


7,145 


7,072 


7,066 


7,816 


7,667 


Average 
holdings 

of statutory 
coin and 
Bank of 
Canada notes 


555 


1,819 


1,681 


1,667 


1,664 


1,718 


1,807 


1,766 


1,807 


1,833 


[S37 


1,825 


1,852 


2,084 


Required 

minimum 
Bank 

of Canada 
deposits 


5,486 


3,213 


5,431 


Sols 


5,436 


SLE) 


3225 


S015 


5,433 


512 


2255 


5,241 


5,964 


Bye) 


Average 
holdings 
of Bank 
of Canada 
deposits 


eee n he 
5,540 


3385'] 
mPa) 


5,463 
5,468 


5,340 
3,316 


5,495 
5,493 


5,347 
Syo9) 


57526 
5,308 


5,416 
5,425 


5,503 
e526 


000 
5,418 


5,288 
5,286 


DESY: 
5,349 


6,035 
6,000 


5,661 


Number 
of 
juridical 
days in 
period 


‘) Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 


Cumulative Average excess Advances to chartered banks and PRA outstanding 
excess reserves reserve ratios Number of days outstanding Average outstanding” 
at end of period Advances PRA Advances PRA 
LP, .025 Z » Si 154.7 
602 .042 Z 10 13.6 19235 
843 .061 - 6 - OTe 7. 
519 .038 Z 6 18.4 834 
326 .022 ~ 9 = 178.5 
445 .025 4 did 34.2 198.5 
8518) .018 3 10 2.6 187.6 
617 .043 2 8 Del 116.2 
650 .042 3 i 20 150.9 
508 .040 1 6 20.6 162.2 
593 .038 2 6 13.6 131-9 
V423 .071 i 8 5.0 150.7 
1,018 071 Z 7} 6.7 13a 
996 .058 - 10 - 158.3 
1,008 .069 1 6 0.9 74.6 
1205 O15 - 9 - 167.5 
707 .047 l 6 10:2 104.7 
1,031 .063 1 6 33 91.8 
533 ABs) 1 7) 18.1 118.6 
1,163 .070 1 9 0.9 158.6 
477 .036 1 8 14.4 Ese) 
563 .035 3 in 59.0 241.0 
998 .061 l 10 0.3 195.6 
1,081 .072 | fl 3.8 140.3 
705 045 = 5 2 83.5 
358 .023 2 6 6.1 58.6 


853 .050 l 2 1,3 1222 


APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 


Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 




















bills 3 years 3-5 5-10 Over acceptances” of bills under 
and under years years 10 years and bonds PRA 
and bankers’ 
acceptances 

1981 
January — 1,049.0 - - - - ~ el 049 O28 
February ate 20.0 = = = = _ =F 20.0 = 2726 
March — 144.0 - - - - - = 6144.0 _ 15357 
April + 149.0 - - - - - “F? 149'0 8 = A0Ge7 
May —a aa 7 ~ - - - - = 242.1 = 20 
June - _ - - - - = = 
July + 108.1 - - - - - eaelOS st = 
August + 101.0 ~ - - - - + 101.0 +230.5 
September — 463.5 = = = = a ae 40555 —230.5 
October — 145.0 - - - - ~ = 145.0 ~ 
November 397-0 = = = = = +7 392.0 + 238.8 
December O02.) Sak ase - - ~ ee OU2. = 2 oare 
Total pane (ANS Yee ee ee ee = ATG 12055 
1982 
January = 105.0 - - - - - = 105.0 - 


Classified by years to maturity at time of transactions. 
® Includes maturing bankers’ acceptances. 
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Net transactions with Government and other client accounts 


Purchases (+) 
of new issues 
less matured 


Net purchases from (+) 
or net sales to (—) 


Government 




















Net change in holdings 
of Government of Canada securities 
and bankers’ acceptances 














holdings and client accounts 
Bills Bonds Bills Bonds 
toeeORO - = ey re a) 
peal 46 elegieer 2 15574 —eal0454 rl:0 
+ 46.1 + 450.0 el OS Ome Ua), 
tess mn bl. 1 — 105.4 - 
+ 416.8 + 150.0 Sy ALOT a 838 
+1,015.4 + 45.9 SOLS a oes 
“Hamel 9322. + 4300.3 AA Oe Oss 
+ 148.7 - =) BUN 9 = NY 
ee Ore) ~ 4) ta). 6 
“EO O4. ORR onl 50.0 =a WOSS26 be ON2 
tS .0 - ee AO See 
newt h | eae Mile Ae eo at - 
+3,444.1 +1,176.9 = 25000 ,01 407 
= T6747 - =1 0144 Operas 





Bills Bonds Bankers’ Total 
acceptances 

939.9 = 8) - — 946.4 
= 258.2 + 154.4 - = i10388 
aloo) + 466.7 - ee SUEY, 
+416.7 eo te ey - 4 345.6 
== 458.0 a 135.2 - EOL 
7825.0 = ees - ae toN AN Wee) 
— 141.6 1299.6 - + 158.0 
13/26 + 1.8 - + 13954 
9450) = 1.4 - — 944.4 
OOS + 149.8 - + 50:0 
O52. 2 = 30)0 - + 601.6 
OO ee =e BES - Teo. 
eM 2.8 US Z7.8 - + 15125-0 
—924.3 SI 1.8 - 3) 9220S 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 


Date in Issues offered/ Term to Yield to Millions of dollars par value 
1981 retired maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars - direct and guaranteed 
Feb. 1 812% Feb. 1, 1981 475 
4% Feb. 1, 1981 3002 
123/4% Dec. 15, 1983 2yrs.1042mos. 12.95 Bet, 
121% Feb. 1, 1986 Syrs: 12.64 (Pans 
13% May 1, 2001 20 yrs. 3 mos. 13.24 500 
1,500 
Mar. 1 133/4% Aug. 1, 1984 3 yrs. 5 mos. 13:25 450 
13%/4% Mar. 15, 2000 19 yrs. 2 mo. 13.86 250° 
700 
Mar. 31 134/4% Feb. 1, 1985 3 yrs. 10 mos. 13332 600 
13°/4% Mar. 15, 2000 18 yrs. 1l¥2mos. 13.82 250 
850 
Apr. 1 844% Apr. 1, 1981 100° 
810 
Apr. 9 Aye” 
May 1 141% May 1, 1986 S yrs. 14.79 500°” 
June 1 83/4% June 1, 1981 1,000° 
164/4% Apr. 1, 1984 2 yrs. 10 mos. 16.49 400 
1544% June 1, 1986 5 Vis: 15 sie pL ey 
15*%/4% Feb. 1, 2001 19 yrs. 8 mos. 16.08 250 
1,200 
July l 16% Oct. 15, 1983 2 yrs. 34/2 mos. 15.85 75 
14%/4% July 1, 1986 VES: 14S 450°” 
15% July 1, 2000 19 yrs. 15.08 175 
700 
July 31 161/4% Apr. 1, 1984 2 yrs. 8 mos. 16.50 17 So? 
154/4% June 1, 1986 4yrs. 10 mos. 15.76 35082) 
15%/4% Feb. 1, 2001 19 yrs. 6 mos. 16.04 LISS? 
700 
Aug. 1 T/4% Aug. 1, 1981 jee 
Octeres 18°/4% Oct. 15, 1983 2 YES. 19.00 100 
18% Oct. 1, 1986 4yrs.11¥%2mos. 18.23 400? 
500 
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(Continued) 


Date in Issues offered/ Term to Yield to Millions of dollars par value 
1981 retired maturity maturity Amount Amount 
delivered retired 
Deg. 15 84/2% Dec. 15, 1981 B00” 
Dec. a3i 6°) 
Total bonds 6,650 2,304 
Total treasury bills* 61,165 61,200 


Issues payable in foreign currencies — direct 


Apr. 15 eee 
Mct.” “1d [22 
Nov. 3 U.S. $300 million 164/4% 

bonds due Nov. 3, 1986 S yrs. 359 

Total bonds 359 2 


(10) 


(i) 


(12) 


(13) 


(14) 


(15) 


Includes three-month, six-month and one-year treasury bills. 

Maturity of 842% bonds issued February 1, 1976 and October 1, 1976. 

Maturity of Canadian National Railway Company 4% bonds issued February 1, 1958. 

Exchangeable at the option of the holder, on or before November 1, 1985, into an equal par value of 121/2% bonds due 
February 1, 1991 yielding about 12.59% from February 1, 1981 to maturity in 1991. 

In addition to $825 million 13% May 1, 2001 already outstanding. 

Exchangeable at the option of the holder, on or before May 1, 1984, into an equal par value of 13%/4% bonds due August 
1, 1989 yielding about 13.75% from March 1, 1981 to maturity in 1989. 

In addition to $250 million 133/4% March 15, 2000 already outstanding. 

Exchangeable at the option of the holder, on or before November 1, 1984, into an equal par value of 131/4% bonds due 
February 1, 1990 yielding about 13.29% from March 31, 1981 to maturity in 1990. 

In addition to $500 million 13°/4% March 15, 2000 already outstanding. 

Maturity of 81/4% bonds issued April 1, 1978. 

Cancellation of $14.6 million 942% June 15, 1994 bonds, $12.8 million 10% October 1, 1995 bonds, $12.0 million 914% 
May 15, 1997 bonds, $7.2 million 9% October 15, 1999 bonds, $6.2 million 994% December 15, 2000 bonds, $16.2 million 
91b% October 1, 2001 bonds, $3.0 million 834% February 1, 2002 bonds and $9.0 million 912% October 1, 2003 bonds, by 
Purchase Fund. 

Cancellation of $7.3 million 942% June 15, 1994 bonds, $6.4 million 10% October 1, 1995 bonds, $6.0 million 944% May 
15, 1997 bonds, $3.6 million 9% October 15, 1999 bonds, $3.1 million 9°/4% December 15, 2000 bonds, $8.1 million 91/2% 
October 1, 2001 bonds, $1.5 million 83/4% February 1, 2002 bonds and $4.5 million 912% October 1, 2003 bonds, by 
Purchase Fund. 

Exchangeable at the option of the holder, on or before January 31, 1986, into an equal par value of 14/2% bonds due 
May 1, 1991 yielding about 14.69% from May 1, 1981 to maturity in 1991. 

Maturity of 834% bonds issued June 1, 1976, August 1, 1976, May 15, 1978, July 1, 1978, August 15, 1978 and October 1, 
1978. 

Exchangeable at the option of the holder, on or before February 28, 1986, into an equal par value of 151/4% bonds due 
June 1, 1993 yielding about 15.58% from June 1, 1981 to maturity in 1993. 

Exchangeable at the option of the holder, on or before April 1, 1986, into an equal par value of 14%/4% bonds due July 1, 
1993 yielding about 14.75% from July 1, 1981 to maturity in 1993. 


47 
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“6 Tn addition to $400 million 164/4% April 1, 1984 already outstanding. 

“® Tn addition to $550 million 151/4% June 1, 1986 already outstanding. Exchangeable at the option of the holder, on or 
before February 28, 1986, into an equal par value of 151/4% bonds due June 1, 1993 yielding about 15.57% from July 31, 
1981 to maturity in 1993. 

{®) Tn addition to $250 million 15°/4% February 1, 2001 already outstanding. 

9) Maturity of 74% bonds issued August 1, 1976. 

20) Exchangeable at the option of the holder, on or before June 30, 1986, into an equal par value of 18% bonds due October 
1, 1991 yielding about 18.16% from October 15, 1981 to maturity in 1991. 

®) Maturity of 842% bonds issued December 1, 1976. 

2) Cancellation of guaranteed debt by Purchase Funds. 

° Partial redemption at par of U.S. pay 5% October 15, 1987 bonds for Sinking Fund. 
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BANK OF CANADA Statement of Income and Expense 


Year Ended December 31, 1981 
(with comparative figures for 1980) 


INCOME 


Revenue from investments and other income 
after deducting interest of $6,399 ($5,849 in 
fer SA) aD AI MOUECE POSITS eorr ty aot te aioe Oye ee pete peal 


EXPENSE 


BS eb GS RPE Rte Beck Miran Bac abou. fon bcp ewe weeny Ee meh hs Su ide i ve oreo 
Contributions to pension and insurance funds ........... 
PPENOTRS ALE OX POTISE Sig ts toc oe: AG edna wee etait nae ee 
ADIRSCEOGSE TCG Sie Ve SRE RULER OR oo kk a wae ae a ER 
PVUIGItOnS ICES: ANG, EXPENSES... ¢ d sian mwas seu noms Ga Seeds 
eaxeormrMuUnicipaldnd sOUSINESS: 5 ave. «ec hn kee so ee 
IKON Ole OS TSR ee re ne Ot CR Ome oye Ree eh ie 
IDALs DEOCESSin cand. COMPUTEL COSLS wars aiuwasscee- nce en taus 
Maintenance of premises and equipment - net® ........... 
MSO te UCALIONS ete rae tind fer tan AM SRE eR ea esas 
Oiicmp untied GestaAllOlelyen ee eas eee ue eet en ee 
POs ave are <I CSS aie ice: ke Read te ee a se 
We Hee OoIR INUIT CANTOR SENS tai, cen ier aad ash Re eae pcd ae asncaeac te Fhe cares 


Depreciation on.buildings and equipment ..........0..5...- 


NET INCOME PAID TO 
RE G@rLVER GENERAL PORIGANAD Aaa circ pe: 


1981 


1980 


(thousands of dollars) 


$1,945,575 


D. BDRSS7 
5,208 
1,402 

83 
259. 
5,618 
21,318 
4,315 
7,431 
542 
258 
849 
1,144 
1,464 
668 


87,376 


5,020 
927,396 


LS5351/9 
$1,945,575 


$1,541,892 


SETI 33 
4,954 
E318 

49 
231 
4,932 
Peon Mh 
3,491 
6,542 
453 
jth 
866 
983 
1,080 


748 


78,266 


4,824 


83,090 


1,458,802 
$1,541,892 


a Salaries, including overtime, and related contributions to pension and insurance funds for bank staff other than those engaged in building 


maintenance. The number of employee years worked by such staff (including temporary, part-time and overtime work) was 1,955 in 1981 


compared with 1,956 in 1980 but there was a significant increase in the average level of skills of those employed. 


) Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 
® Includes all building maintenance costs (including staff costs) but net of rental income. 


Certain of the expenses for 1980 have been reclassified in order to conform with the presentation adopted for 1981. 


(See accompanying notes to the financial statements) 
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BANK OF CANADA Statement of Assets and Liabilities 


as at December 31, 1981 
(with comparative figures for 1980) 


ASSETS 


Deposits payable in foreign currencies: 


UES AM dOllarseh GE a he Oe I A SE 
TECHIE CLE So te eet reer eee ne anh, ee lee 


Advances to members of the Canadian Payments Association .. 


Investments — at amortized values: 


ceasuny- bills of Ganadavw wid, 7 Casa amoun ee cucuen 
Other securities issued or guaranteed by 

Ganada maturingiwithin threeyears, .vo eee ee 
Other securities issued or guaranteed by 

Canada not maturing within three years ................ 
Bonds and debentures issued by the 

Industral Development Bank ce ae eee ee 
Otherinvestment Stews. oe ered ce eee eee a 


Bank premises: 


Land, buildings and equipment, at cost 
less accumuUlateddepreciation eek per eeuecet ne eee eee 


Cheques drawn on other banks .....................-2--4-- 


Accrued interest on investments ....................-..06- 


QU erASSCES Tere PII al a a 


50 


1981 


1980 


(thousands of dollars) 


$ 165,605 


6,562 
Lees ov 
38,000 


5,245,872 
4,185,217 


7,483,569 


2,633 
[6,20 0291 


78,993 


1,627,744 
315,285 
4,457 
$19,153,937 


$278,623 


5,672 
284,297 
16,000 


5,252,434 
3,892,522 
6,648,736 


170,612 


225,340 
16,189,644 


76,655 
488,552 
253,205 

4,870 
$17,313,228 





LIABILITIES 


CAMitAnPale UD ee en ee ee Oe on Nek aoe 
RESCUING Foe ccc Ote C oG Mie Ene ae 


Deposits: 


COV EENIMNENUOLE aladdin eet ce on ee ere eee 
CATLCTCCWOan KS ces cs, casos arate mene. soeeee 
OUIET Ce DOSTES dept toate ncn ils ete cee eninaees Medinet 


Liabilities payable in foreign currencies: 


Crovermiment of Ganada ae eee ee eee 
Otter eee eee ef Seen ne oe ee ear ments 


Bank of Canada cheques outstanding ................. 


Collections and payments in process of settlement: 
Govcrninent Ore anada (Net) et .an me witness 
thet sa tain inna fale Etat Sika ee eee ary 


Governor, G. K. BOUEY 





1981 


$ 5,000 
25,000 
11,635,604 


384,194 
5,278,349 
189,861 


5,852,404 


51,700 
236 


51,936 
ley Bas 


516,579 
oi) 


517,494 
5,187 
$19,153,937 





1980 
(thousands of dollars) 


$ 5,000 
25,000 
11,108,020 


58,701 
5,466,282 


85,95) 
5,610,918 


177,647 
230 


177,886 
281,423 


99,496 


1,491 
100,987 
3,989 

RD Wee ke evans) 


Chief Accountant, A. C. LAMB 





Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at 
December 31, 1981 and the statement of income and expense for the year then ended. Our 
examination was made in accordance with generally accepted auditing standards, and 
accordingly included such tests and other procedures as we considered necessary in the 


circumstances. 


In our opinion, these financial statements present fairly the financial position of the 
Bank as at December 31, 1981 and the results of its operations for the year then ended in 
accordance with the accompanying summary of significant accounting policies, applied on 


a basis consistent with that of the preceding year. 
RAYMOND, CHABOT, MARTIN, PARE & ASSOCIES 


Ottawa, Canada, January 15, 1982 


CLARKSON GORDON 


(See accompanying notes to the financial statements) 
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BANK OF CANADA Financial Statements December 31, 1981 


Summary of Significant Accounting Policies 





The financial statements have been prepared within 
the framework of the accounting policies summarized 
below. 


a. Form of Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the 
Bank of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been ac- 
counted for on the accrual basis. 


c. Investments 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in in- 
come. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the year- 
end. 


e. Depreciation 


Depreciation has been recorded at the 
following annual rates applied on the declin- 
ing balance method: 

Buildings 5% 

Equipment 20% 


a2 


Board of Directors 


G.K. BOUEY 


R. W. LAWSON 


R. W. CAMPBELL 
E. H. FINN 


S. KANEE 


A. A. LEBOUTHILLIER 
J.R. LONGSTAFFE 


J. W. E. MINGO,Q.C. 


MME Y. LEFEBVRE-RICHARD 


A. ROULEAU 
D. A. SMITH 
J. A. STACK 


M. WOODWARD 


Ex-officio 


I. A. STEWART 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALTA. 
OTTAWA, ONT. 


WINNIPEG, MAN. 
Member of the Executive Committee 


CARAQUET, N.B. 
VANCOUVER, B.C. 


HALIFAX, N.S. 
Member of the Executive Committee 


MONTREAL, QUE. 
Member of the Executive Committee 


QUEBEC, QUE. 
CHARLOTTETOWN, P.E.I. 
SASKATOON, SASK. 


GOOSE BAY, NFLD. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 


a3 


Principal Officers 


G. K. BOUEY, Governor 
R. W. LAWSON, Senior Deputy Governor 


*A. JUBINVILLE, Deputy Governor D.J.R. HUMPHREYS, Deputy Governor 
J. W. CROW, Deputy Governor J.N.R. WILSON, Adviser 
J. BUSSIERES, Adviser W.A. MCKAY, Adviser 
G.G. THIESSEN, Adviser S. VACHON, Adviser 
D.G.M. BENNETT, Associate Adviser **J. S. ROBERTS, Associate Adviser 
W.CHEVELDAYOFF, Associate Adviser J. CLEMENT, Associate Adviser 


T. E. NOEL, Secretary 


*On leave of absence with the Bank of Zaire under an IMF Technical Assistance Program 
**On leave of absence as Interim General Manager of the Canadian Payments Association 


Securities Department 
F. FAURE, Chief 


V.O’REGAN, Deputy Chief I.D.CLUNIE, Securities Adviser 
S. L. HARRIS, Securities Adviser N. CLOSE, Securities Adviser 


Research Department 
W.R. WHITE, Chief 
P.R. MASSON, Research Adviser 


Department of Monetary and Financial Analysis 


C. FREEDMAN, Chief 
W.E. ALEXANDER, Deputy Chief 


International Department 
J. E. H. CONDER, Chief 
R.F.S. JARRETT, Chief, Foreign Exchange Operations K. J. CLINTON, Research Adviser 


Department of Banking Operations 
R. E. A. ROBERTSON, Chief 
A. ST. LOUIS, Deputy Chief W.R.MELBOURN, Deputy Chief 
B. 


CG 
G. B. MAY, Special Adviser 
Public Debt Department 
J.M. ANDREWS, Chief 


Secretary’s Department 
T. E. NOEL, Secretary 


Computer Services Department 


G. M. PIKE, Chief 
D.W. MACDONALD, Deputy Chief 


Department of Personnel Administration 


ROL? FLErer Chief 
H.A.D. ScoTr, Personnel Adviser 


Department of Administrative Services 


R.H. OSBORNE, Chief 
K. W. KAINE, Deputy Chief 


Comptroller’s Department 


A.C. LAMB, Comptroller and Chief Accountant 
J.M. MCCORMACK, Deputy Comptroller 


Audit Department 


J.M.E. Morin, Auditor 
54 M. MuzyKA, Deputy Auditor 


Regional Representatives and Agencies 





Securities Department 


TORONTO 
MONTREAL 
VANCOUVER 
EDMONTON 


D.R. CAMERON, Chief, Toronto Division 
J. CLEMENT, Chief, Montreal Division 
E. F. TIMM, Representative 

A.G. KEITH, Representative 


International Department 


TORONTO 
MONTREAL 


D.R. STEPHENSON, Foreign Exchange Adviser 
G. HooJA, Foreign Exchange Representative 


Department of Banking Operations 


HALIFAX 
SAINT JOHN, N.B. 
MONTREAL 


OTTAWA 
TORONTO 


WINNIPEG 
REGINA 
CALGARY 
VANCOUVER 


R. E. BURGESS, A gent 

J. HUGHES, Agent 

R. MARCOTTE, A gent 

K.D. MCDONALD, Assistant A gent 
G.H. SMITH, Agent 
C.R.TOUSAW, Agent 

. T. MCGILL, Deputy Agent 

P. DESAUTELS, Assistant A gent 
H. POTTER, Agent 

L. PAGE, Agent 

PROWSE, A gent 

.G. WARNER, A gent 
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Bank of Canada - Banque du Canada _ Ottawa K1A0G9 


February 28, 1983 


The Hon. Marc (Lalonde. P<Cy, 
Minister of Finance, 
Ort tan we a 


Dear Mr. Lalonde, 


In accordance with 
the provisions of the Bank of Canada Act 
l am transmitting herewith my report for 
the year 1982 and a statement of the 
Bank's accounts for this period, signed 
and certified in the manner prescribed in 


the by-laws of the Bank. 


Yours sincerely, 


Governor 
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General Observations 


I regard my Annual Reports as 
opportunities to describe those current de- 
velopments in the economic and financial 
life of the nation that we in the Bank con- 
sider to be of greatest consequence, what 
we believe to be the principal forces that 
are shaping events, how we have responded 
to the situation in our conduct of monetary 
policy and why we have judged that that re- 
sponse was in the national interest. In this 
Report I shall try to respond to the unusu- 
ally lively discussion of these matters that 
is going on at the present time. 

Canadians are well aware of the un- 
welcome features of the current economic 
scene. These features have been fully de- 
scribed by the news media and by a wide 
range of commentators; both employment 
and output in Canada are well below their 
earlier peaks, there is an extremely large 
amount of unemployment, many businesses 
have been forced into bankruptcy and the 
ability to survive of many others is threat- 
ened, and rates of both interest and infla- 
tion, while declining, are still high. The in- 
ternational economic environment has also 
been unfavourable in that the world is ex- 
periencing the deepest recession in the 
postwar period. Further details on these 
matters are included later in this Report. It 
is abundantly clear that the pain and dis- 
tress felt by many Canadians is substantial 
and continuing. The disappointment and 
frustration with the current reality is the 
greater by virtue of the high expectations of 
increasing prosperity that many Canadians 
had come to count on. 1982 was certainly 
an unhappy year. 


The problem is not ignorance of nor 
indifference to the sad facts of our eco- 
nomic condition. If descriptions of the situ- 
ation, or expressions of dismay about it, 
would fix it up all would be well. But of 
course they won’t. The problem of what to 
do about it remains. 

Everyone interested must be im- 
pressed, and perhaps also distressed, by the 
wide range and contradictory character of 
the proposals advanced for resolving our 
economic problems. It is true that many 
proposals that sound like programs for ac- 
tion are really only statements of goals, not 
methods for attaining them. But among the 
proposals for specific actions there is no 
shortage of diversity. Some people advo- 
cate more monetary expansion and others 
warn against it; some want more fiscal stim- 
ulus and others are opposed; some want 
more direct regulations of one kind or 
another and others want more reliance on 
market processes; some want more power 
given to particular groups and some want 
less; some think that Canada should move 
in step with other nations and others think 
that we should act alone. And so on. 

One healthy feature of the current 
debate is the general realization that 
Canada’s economic problems did not arise 
overnight and cannot be resolved quickly. 
In matters of economic policy, viewing 
events within a fairly long time spectrum 1s 
the beginning of wisdom. Current economic 
difficulties can rarely be understood except 
within a historical context. 

For much of the world the period 
from the end of the Second World War until 





a few years ago was a golden era in eco- 
nomic matters. Probably never before in 
human history had the living conditions of 
so many people improved so rapidly. One 
of the contributing factors was the success 
of public policy in the major industrial 
countries in maintaining an environment 
favourable to economic growth. That policy 
arose from a strong commitment of govern- 
ments to high levels of employment and 
output and involved a great readiness of 
governments and central banks to move 
quickly to stimulative fiscal and monetary 
policies whenever there were signs of 
economic recession. 

That policy prescription worked well 
enough for long enough that it became the 
conventional wisdom in public economic 
management in many countries. Financial 
stimulation became the standard response 
whenever any economic clouds appeared. 
It was seen as the touchstone for sustained 
high levels of employment and output in 
market-oriented economies. 

The events of the last dozen years or 
so have exposed some problems with this 
policy prescription. The principal difficulty 
with financial stimulation is that it is hard to 
get it right, and a persistent tendency to- 
wards overdoses has increasingly yielded 
cost and price inflation rather than an in- 
crease in employment and output. This was 
the principal cause of the worldwide surge 
of inflation in the early 1970s. Fears of re- 
cessionary influences of one kind or another 
led the authorities in many countries to 
follow financial policies that proved in the 
event to overstrain the effective capacity of 
their economic systems to generate addi- 
tional employment and output. As a result 
their economies overheated badly, that is, 
they generated a lot of inflation. The pro- 
cess was strongly reinforced by the so- 
called first oil shock and by some other 
lesser shocks, and a massive worldwide 
inflationary surge erupted. 

Since then another limitation on fi- 
nancial stimulation as an instrument of eco- 
nomic policy has become more and more 
evident. This is that its beneficial effects 
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cannot be counted on in a society that lacks 
confidence in the future value of its national 
money. When people have expectations or 
fears of high or rising inflation they tend to 
see in stimulative financial policy evidence 
that their expectations or fears are war- 
ranted. The actions that they then take to 
protect themselves push up costs and prices 
(including interest rates) and reduce the 
benefits to employment and output that the 
financial stimulation was undertaken to 
achieve. 

This is the quandary in which public 
financial policy now finds itself to a greater 
or lesser extent in all market-oriented socie- 
ties. The more inflation a country has expe- 
rienced in the recent past, the more fragile 
will public confidence likely be in the future 
value of that country’s currency and the 
less effective will financial stimulation likely 
be in increasing employment and output 
rather than inflation. This limits the room 
for manoeuvre and is the reason why finan- 
cial policy in most countries has been much 
more cautious in moving towards substan- 
tial economic stimulation in this recession 
than it was in earlier recessions. 

One possible reaction to this argu- 
ment is, of course, to say — so what? If 
some financial stimulation is dissipated in 
inflation some will not be, and the policy 
reaction ought to be to increase the dosage, 
not to back off. This is, of course, the argu- 
ment that more inflation is a price worth 
paying for more employment. The trouble 
with that argument is that it is based ona 
false premise, namely, that societies have 
the option of buying employment with infla- 
tion. They do not, not more than very tem- 
porarily, not any longer. It was plausible 
that they did have that option when confi- 
dence in the future value of money was high 
but those days are past. When confidence 
in the future value of money is weak, what 
more inflation buys is yet more inflation. 
Any benefits to employment are of short 
duration. 

This is little more than repeating 
what I have frequently said, that willingness 
to accept inflation is no solution to poor 





economic performance. I am, of course, 
pleased that this view is widely shared, and 
for a time there seemed to be virtually no 
expression of the contrary opinion. But it 
has re-emerged to some extent in variants 
of the argument that ‘‘the cure is worse 
than the disease’’; that fighting inflation is 
worse than having it. To argue this way is 
to misunderstand the disease. It is true that 
inflation seems benign in its early stages; as 
long as it is seen as accidental and tempo- 
rary it induces a mood of prosperity and 
contributes to economic expansion. That 
happens as long as people do not act in an- 
ticipation of continuing inflation. But after 
inflation continues for a while its character 
changes. It becomes seen as endemic, peo- 
ple act in the expectation that it will con- 
tinue, and it becomes self-reinforcing. That 
is when the real trouble starts. If inflation is 
not resisted, if it is accommodated, it will 
accelerate. If the process is allowed to con- 
tinue the final phase is hyperinflation, or 
worthless money. To avoid that phase infla- 
tion must sooner or later be fought. Some 
‘‘cure’’ cannot be avoided. 

What I am saying in these remarks is 
that while the world’s economic problems 
are more serious than they have been since 
the 1930s they cannot be resolved by the 
vigorous use of financial stimulation. The 
reason is that the earlier successes of finan- 
cial stimulation led to an excessive use of it 
and generated the Great Inflation of the 
1970s. Many of our current problems are 
the distortions generated by that inflation. 
We shall not be able to cure them by the 
policies that caused them. To make our 
market economies work well again and to 
foster international trade what we need is a 
strengthening of confidence in national cur- 
rencies. Things will not go very well until 
we get it. Confidence in money was slow to 
ebb and should not be expected to recover 
quickly. This is not of course to deny any 
room for manoeuvre to either fiscal policy 
or monetary policy in any country in the 
period ahead. What it does mean is that 
overall financial policy must be, and must 
be seen by a skeptical public to be, consis- 


tent with a continuing movement towards 
cost and price stability. If it is not so seen, 
if it arouses increased fears of inflation, its 
economic effects will be perverse. 


Since there is then no real alternative 
to resisting inflation it is constructive to ac- 
cept that fact and go on from there. What 
one goes on to is the much more profitable 
question of the best means of resisting it. 

The surest thing that can be said on 
how best to resist inflation is that an essen- 
tial element is control of monetary expan- 
sion — of money creation. That is too incon- 
trovertible to be worth debating. In the 
current debate it is not so much challenged 
as ignored. The institution charged with 
responsibility for the control of money 
creation in Canada is the Bank of Canada. 
We are frequently pressed by people to do 
things that would involve giving up control 
over money creation without any apparent 
recognition on their part that that is what 
they are really asking. We have, of course, 
to refuse. 

I believe that the principal misunder- 
standing about central banking in Canada is 
that the Bank of Canada could achieve 
more or less immediately a low level of in- 
terest rates if it wanted to. This confusion 
seems to arise from the fact that the Bank is 
able to have an important influence on 
short-term interest rates within a limited 
range. It exerts this influence by varying 
the supply of reserves to the financial sys- 
tem, thereby affecting the borrowing and 
lending decisions of financial institutions. 
But this means of influencing interest rates, 
while powerful within a limited range, has 
perverse effects if the limits to its use are 
not respected. If the Bank were to try to 
force on to financial markets an interest rate 
structure that was seen by observers in 
Canada and abroad as likely to lead to an 
acceleration of inflation in Canada, there 
would be a rush to sell financial assets de- 
nominated in Canadian dollars. Even very 
high rates of monetary expansion could not 





prevent market interest rates from shooting 
up. The Bank’s initiative would have been 
wholly counterproductive. 

The fact of the matter is that the 
conduct of monetary policy in Canada is a 
market exercise, and the Bank of Canada 
has far less power to reduce interest rates 
quickly than is frequently attributed to it. 
The principal power of the Bank to lower 
interest rates lies in its ability to contribute 
to a lower rate of inflation, and that takes 
time. 

What is open for debate is the use 
made by the Bank of Canada of such room 
as is in fact available to it. The room for 
lower interest rates is, as I have said, al- 
ways severely constrained by the current 
environment. Choices within this range are 
normally too limited to allow them to have 
major economic effects in the short run but 
they are of great consequence over the 
longer term. It is the cumulative effect of 
monetary policy over time that is most im- 
portant. If over time the rate of monetary 
expansion is too low it will impede eco- 
nomic growth; if over time it is too high it 
will perpetuate inflation. That is the true 
nature of monetary policy. 

The goal of the Bank for many years 
now has been to put moderate but continu- 
ous downward pressure on the rate of infla- 
tion in Canada. That is, of course, an 
intermediate goal; the ultimate goal is to en- 
courage sustained economic prosperity. 

The pursuit of that goal has required 
a slowing of the rate of monetary expansion 
in Canada from the excessive rate reached 
in the early 1970s. A number of difficulties 
have been encountered along the way. 
Monetary expansion is an analytic concept 
which, to be useful for policy, has to be 
applied to particular situations. A later sec- 
tion in this Report reviews the Bank’s expe- 
rience with the monetary aggregate known 
as MI as a guide. What I want to say here is 
that the withdrawal by the Bank last Nov- 
ember of its target range for M1 growth did 
not reflect any basic change in its approach 
to monetary policy. What it reflected was 
that Mi had become an unsuitable aggregate 
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to use in expressing targets because its rela- 
tionship to interest rates and total spending 
was no longer sufficiently reliable for that 
purpose. We have not yet succeeded in 
finding another aggregate that is suitable for 
target-setting. This affects the way of de- 
scribing our policy but not the policy itself. 
We continue to believe that monetary pol- 
icy must move towards a trend of monetary 
expansion that will permit economic growth 
without inflation. With careful interpreta- 
tion the aggregates that are available pro- 
vide a basis for judging the trend. 

Another difficulty that the Bank of 
Canada has had in the implementation of its 
policy of putting anti-inflationary pressure 
on the Canadian economy has had to do 
with the degree and the stability of that 
pressure. In order to minimize the eco- 
nomic strain involved in moving towards 
monetary stability the Bank wanted to offer 
no more restraint than was necessary to do 
the job over a period of years. How much 
restraint would be necessary could not be 
foretold with assurance because of the lim- 
ited knowledge of how the Canadian econ- 
omy would react. It is now clear that the 
Canadian economy has shown strong resis- 
tance to becoming less inflationary. I shall 
return to this matter later in these remarks. 

The degree of anti-inflationary pres- 
sure on the Canadian economy has been 
quite uneven over the past several years, 
having been rather mild in the later 1970s 
and having become very strong so far in the 
1980s. This sequence was due to a consid- 
erable extent to the sharp tightening in mon- 
etary policy in the United States in the 
autumn of 1979 and the associated sharp in- 
crease in interest rates in that country. 

It seems to be a persistent faith of 
some Canadians that it should be possible 
to manage economic affairs in this country 
with little regard to what is happening in the 
United States. Given the high degree of in- 
terconnection and interdependence between 
the two economies this is not possible. For 
it to become possible these links would 
have to be broken by restrictions on trade 
and payments. The economic cost to 


Canada of breaking the links would be so 
great that it is hard to imagine anyone pro- 
posing it seriously. Canada is among the 
countries in the world that benefit most 
from economic interdependence. 

It is sometimes argued that a country 
like Canada can enjoy at the same time a 
high degree of interdependence in trade and 
a high degree of independence in economic 
policy simply by letting its exchange rate 
move around freely in response to exchange 
market pressures. This argument attracted 
a lot of support in the 1960s, and high hopes 
were entertained in many quarters about the 
advantages that would accrue to trading na- 
tions from the flexible exchange rate system 
that the world moved to in the 1970s. It has 
not worked out quite that way. There has 
indeed been a great deal of exchange rate 
movement of the currencies of the world’s 
major trading nations, but what now 
attracts most attention is the disruptive 
effects of this movement on national eco- 
nomic policies and on international trade. 
There is growing recognition of the need for 
more harmonization of national economic 
policies, including the mix of fiscal and 
monetary policy, in order to stabilize ex- 
change rates. 

The economic argument for as much 
stability of exchange rates as is practical is 
easy to understand. For countries that are 
much involved in international trade their 
exchange rate is, by definition, a very im- 
portant price. It can quite reasonably be 
said that for Canada the exchange rate of 
our currency vis-a-vis the U.S. dollar is 
the most important single price in the econ- 
omy. It has a profound effect directly or 
indirectly on the whole structure of prices 
throughout Canada. To have such an im- 
portant price swinging around widely would 
be about as disruptive an influence on the 
evolution of Canadian economic affairs as 
one could imagine. 

The case for as much exchange rate 
stability as is practical is not a case for sta- 
bility at an inappropriate level. The difficult 
question here is — how does one know 
whether an exchange rate is appropriate or 


inappropriate? Different groups in the econ- 
omy have different interests in the exchange 
rate and some of them are conflicting; the 
clearest example is the conflicting interest 
of producers of exports and consumers of 
imports. A balance must be struck between 
the public interest in having the country’s 
export industries reasonably competitive in 
foreign markets and the public interest in 
protecting the domestic cost and price 
structure from being driven up by exchange 
rate depreciation. Some people seem to 
think that this balance has not been prop- 
erly struck in Canada in recent years, that 
monetary policy has been too protective of 
the exchange rate. This is a rather surpris- 
ing view in the light of the extent and rate at 
which the Canadian dollar has depreciated 
in the last half-dozen years. If exchange 
rate depreciation is of such economic bene- 
fit, one might ask, why have things not 
gone better in Canada? A major reason is 
that the exchange rate depreciation was ac- 
companied by a high rate of inflation. To 
that extent the exchange depreciation has 
been an exercise in frustration; nobody got 
what he wanted. 


The events of 1982 have thrown into 
stark relief the world’s heritage of problems 
from the inflationary surge of the 1970s. 
Most countries have many difficult situa- 
tions that must be adjusted or somehow 
digested as the world recovers from infla- 
tion. The transition is proving to be painful 
everywhere but nowhere is it more so than 
in the so-called third world, the developing 
countries. 

Their situations have been high- 
lighted by the attention that has recently 
been drawn to their problems in managing 
the vast international debt that they have 
accumulated, much of it quite recently. A 
brief description of the origins and nature of 
that problem appears later in this Report. It 
notes the participation of the Bank of 
Canada for Canada in a number of interna- 
tional financial initiatives taken recently to 





help to deal with this problem. Many fur- 
ther international initiatives of one kind or 
another may be required in the years ahead 
because the problem is serious and ts far 
from resolved. What I want to say about it 
here is that the nature of the problem is well 
understood and that I am confident that 
those involved will face up to doing what 
may be required. 

Another part of this Report describes 
the process of economic adjustment in 
Canada during our recovery from inflation. 
I have already referred to the fact that our 
economic system has exhibited stubborn 
resistance to a reduction in the rate of cost 
and price inflation. Why has the resistance 
been so stubborn? 

Let me say first of all that I doubt 
that anybody is able to give a definitive an- 
swer to this question. It involves an aspect 
of the functioning of Canadian society that 
has received far too little consideration. I 
would welcome such attention as the newly 
appointed Royal Commission on the Eco- 
nomic Union and Development Prospects 
for Canada may find it possible to give to 
it. I think it likely that a thorough examina- 
tion of the question would point to policy 
initiatives of one kind and another that 
would improve appreciably the prospects 
for employment and output in Canada. 

What has been underway in Canada 
for some years is an effort to reduce infla- 
tion by financial restraint working through 
market forces. There is nothing novel in 
this. We are a market-oriented society; we 
get inflation through market forces when fi- 
nancial conditions are too lax; we have re- 
duced inflation before by financial restraint 
working through market processes; we have 
enjoyed on occasion quite long periods of 
prosperity without significant inflation 
through the use of market forces to keep 
the situation in suitable balance. 

The cost involved in reducing infla- 
tion through market forces depends upon 
how flexibly costs and prices respond to 
market pressure. If the response is very 
flexible, weaker markets will lead to a rapid 
moderation of the trend of labour costs, of 
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other costs and of profits and thus to a 
rapid moderation in the trend of prices. In 
that case the process will involve little dis- 
ruption of production and little change in 
income shares unless developments in ex- 
ternal markets complicate the adjustment. 

To the extent, however, that partici- 
pants in the economic process do not 
respond in this way the process becomes 
more disruptive. Market pressure gets 
translated into lower employment and 
production rather than lower inflation. 

In Canada the response has been dis- 
tressingly slow. Profits have declined very 
sharply but salary and wage costs were 
slow to show a significant moderation in 
trend. The explanation of this must lie at 
least in part in the existence of arrange- 
ments which have offset the market pres- 
sures. This in turn has increased the degree 
of market pressure needed to reduce infla- 
tion and has increased the loss of employ- 
ment and output involved in the process. 

There are a wide variety of arrange- 
ments, both private and public, that appear 
to have contributed to this result. What 
they have in common is that they reduce 
the competition in labour or product 
markets. The point in looking carefully at 
them would be to see whether they are 
compatible with the national interest. If 
they are, then their cost in terms of lower 
employment and output should be accepted 
without complaint. If they are not, better 
arrangements should be devised. We 
should rid ourselves of the comfortable illu- 
sion that there is some use of monetary and 
fiscal policy that can coax high employment 
and efficient production from the economy 
no matter what policies or practices are 
followed in other respects. We should look 
more searchingly at the consequences of 
those other policies and practices to see if 
we want to accept them. 

The Government of Canada’s pro- 
gram of ‘‘6 and 5”’ and the comparable 
provincial programs are initiatives to speed 
up the response of costs and prices to the 
present anti-inflationary climate. They 
work by overriding temporarily other 


arrangements that exist for determining 
certain costs and prices. I believe that these 
initiatives are helping in the transition to a 
less inflationary economy. 


These remarks, like most of what 
one reads these days on economic matters, 
are full of references to problems. There is 
no shortage of problems to talk about. But 
a balanced view of the economic scene at 
home and abroad would take note of some 
positive aspects. The main ones are that the 
world economy is recovering from inflation, 
that the economic recession involved in the 
process does not seem likely to be more 
severe than it now is, that the economic 
dynamics of the situation are increasingly 
favourable to economic recovery, and that 
some early and tentative signs of recovery 
are beginning to appear. 

What to me is clearest and most reas- 
suring about the current economic scene is 


that Canada and a number of other coun- 
tries are working off the inflation-induced 
excesses of the 1970s. That had to happen 
and it was bound to be painful; the good 
news is that we are getting through that 
transition. Our progress shows up clearly in 
the trend of costs and prices; the rate of in- 
flation has slowed markedly and is continu- 
ing to decline. Our progress also shows up 
in interest rates; they are declining as the 
rate of inflation declines. But the transition 
we are accomplishing is more fundamental 
than that; it is a change in attitude to the 
economic process. Dispositions to believe 
in the easy availability of rapidly growing 
incomes are being shattered by the hard 
facts of economics, namely, that rising 
incomes have to be earned by efficient 
production. There is much more realism in 
economic decision-making in Canada today 
than there has been for quite a while. That 
is the foundation for our improving eco- 
nomic prospects. That is the surest basis 
for confidence in our economic future. 
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Economic Activity and Inflation 





The Canadian economy suffered a 
steep decline in output and sharply rising 
unemployment in 1982. Inflation continued 
to decelerate. Similar circumstances were 
faced by other major industrialized coun- 
tries, though output declines elsewhere 
were smaller on average than in Canada and 
the downturn in inflation came earlier. 

Underlying the pattern of world eco- 
nomic developments in the past year has 
been the continuing process of adjustment 
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to lower levels of inflation which began in 
1979 with the adoption in most major indus- 
trial countries of policies of greater financial 
restraint. The earlier persistent upward 
ratcheting of cost and price pressures, in a 
climate where the determination of financial 
policies to resist inflation often appeared 
uncertain, had greatly increased inflationary 
expectations. By 1979 there were mounting 
signs that expectations of accelerating infla- 
tion were becoming self-fulfilling. In re- 
sponse to such pressures, interest rates rose 
appreciably in most industrial countries in 
1979 while fiscal policies also were tight- 
ened. The resulting process of adjustment 
to less inflationary conditions has been 
unfolding since, though in various ways and 
at various speeds in different countries. 

In Canada there was a surge of de- 
mand and inflationary pressures between 
mid-1980 and mid-1981. Partly in reaction, 
the fall-off in economic activity in Canada 
since then has been sharp, certainly in com- 
parison with the United States where eco- 
nomic activity was less buoyant than in 
Canada in the 1980-81 period. Canadian 
inflation began to respond to the weaker 
market conditions in 1981, but the shift was 
relatively gradual, particularly in respect of 
domestic production costs. However, by 
the latter part of 1982 and early 1983 infla- 
tion was running appreciably below the 
pace of a year earlier. 


Economic Activity 

As inflation accelerated and interest 
rates rose through the second half of 1979, 
economic activity in Canada began to 
slacken. However, in mid-1980 real outlays 
began to rise again and by the second 
quarter of 1981 Gross National Expenditure 
in volume terms was some 5'2 per cent above 
the level seen a year earlier. The remarkable 


13 





feature of this surge in spending — GNE 

in current dollars rose by more than 15 per 
cent over the period from mid-1980 to mid- 
1981 — was that it persisted strongly well 
into 1981 in the face of sharp increases in 
interest rates. Underlying such behaviour 
seems to have been a belief that very high 
rates of inflation would continue on for 
some time. 
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The severe recession in Canada, a 
decline in economic activity of about 7 per 
cent from the peak in mid-1981, has been in 
part a direct consequence of depressed eco- 
nomic conditions elsewhere. There was a 
substantial drop in the demand for many 
Canadian exports, in particular metals, for- 
est products, and manufactured goods other 
than autos. At the same time, however, the 
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volume of spending within Canada has been 
still weaker than in export markets. The 
discretionary outlays of consumers on such 
items as automobiles and household fur- 
nishings have been particularly low, as has 
spending on new housing. Housing starts 
declined steeply until the latter part of 
1982. More recently they have been rising 
again in response to an easing of mortgage 
costs reflecting both lower interest rates 
and reductions in house prices, as well as 
government programs. 

The reaction of business has broadly 
paralleled that of consumers. In the face of 
weak markets, declining profits and deterio- 
rating balance sheets producers and distrib- 
utors have become more cautious. As a 
consequence business inventories have 


fallen steadily for over a year. Spending on 
plant and equipment also declined sharply 
over virtually the whole period. Besides the 
impact of general economic conditions a 


special element was the suspension of a 
number of large-scale investment projects 


whose viability depended on a continuation 
of high and rising energy prices. 


The slowing in demand after mid- 
1981 was soon reflected in output. As is 


usual goods-producing industries were most 


sharply affected but activity in the service 
sector also weakened as time went on. The 


fall in employment in the six quarters to the 
end of 1982 amounted to 5 per cent and, be- 
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cause of the particular weakness of goods- 
producing industries, adult male workers 
were affected much more than females. 
Youth employment was affected more than 
either of the other two categories. As is 
typical in most economic downturns the ini- 
tial reaction of employers was to cut back 
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new hirings. As is also to be anticipated in 
a recession, the participation rate, the pro- 
portion of the working age population work- 
ing or seeking work, has fallen since the 
downturn began. Nevertheless the unem- 
ployment rate has risen sharply, from 7 per 
cent in August 1981 to over 12 per cent 


more recently. All regions have been affect- 
ed. In broad terms the difficulties of the 
central provinces have been more closely 
linked to the weakness in manufacturing, 
whereas the East and West are suffering 
more from declines in the external demand 
for resource-based goods that have shown 
up in both reduced volumes and lower 
prices. 

An element of considerable resilience 
in Canada’s economic performance has 
been its external trade. The surplus on mer- 
chandise trade reached a new record level 
and the current account moved in 1982 from 
a deficit to a sizeable surplus approaching 
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one per cent of GNE. However, it is evident 
upon examination that much of the shift re- 
flected the weakness in demand and activ- 
ity. Imports fell sharply under the impetus 
of the slide in domestic demand. As already 
noted markets were poor for a wide range 
of Canadian export products. However, for 
total merchandise exports, which held up 
quite well, the declines in these areas were 
largely offset by increases in exports of 
automobile products, energy and wheat. 


Cost and Price Inflation 

The inflationary momentum that had 
built up in Canada persisted strongly well 
into 1981. The rise in total wage costs per 
worker accelerated by about 2 percentage 
points to around 11 per cent by mid-1981. 
Furthermore, energy prices, responding to 
the earlier increases in OPEC prices, rose 30 
per cent in the four quarters ended in mid- 
1981. The rate of increase of consumer 
prices rose from around 10 per cent in late 
1979 to over 124 per cent by mid-1981. 

As the recession both deepened and 
lengthened domestic inflationary pressures 
began to moderate. Initially, the modera- 
tion showed mainly in prices, with an at- 
tendant strong downward impact on busi- 
ness profits, but more recently it has been 
apparent in domestic costs as well. The 
level of commodity prices, which had weak- 
ened earlier in response to world market 
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Indicators of Prices and Costs 
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conditions, continued to decline into the fall 
of 1982 while the rise in industry selling 
prices also continued to slow steadily. A 
similar pattern of deceleration has become 
increasingly apparent in recent quarters in 
consumer prices. Elements in the CPI that 
are more directly responsive to market 
forces have in fact been decelerating stead- 
ily since the first quarter of the recession, 
and this moderation has recently been 





showing up in other areas of the CPI; in par- 
ticular, the rise in energy prices has slowed 
considerably from the very rapid pace that 
characterized 1981 and the first part of 
1982. Finally, as the year progressed there 
was also increased evidence of a marked 
slackening in the advance of domestic pro- 
duction costs. The rise in average earnings 
decelerated sharply through the year, and 
increases under newly negotiated wage set- 
tlements without cost-of-living adjustment 
(COLA) clauses fell to single-digit levels — 
well below those typical one year earlier. In 
the second half of 1982 there began to 
emerge indications of an improved produc- 
tivity (output per worker) performance. To- 
gether with the moderation in money wages 
this improvement meant that the rise to- 
wards the end of 1982 in labour costs of 
production was less than it had been for 
many years. 
* * * 

There are strong crosscurrents at 

work in the Canadian economy at the pres- 


ent time. The momentum of domestic and 
external cyclical forces in train for a year 
and a half has brought about very low levels 
of economic activity and employment. The 
impact of these forces is still strongly felt 
across the Canadian economy, but there are 
also increasing indications of strengthening 
trends on the other side. In the United 
States the balance has tilted towards recov- 
ery, a development that is beginning to 
show up in some Canadian exports such as 
lumber. Within Canada signs of the adjust- 
ment necessary to lay the foundations for 
an improvement in economic activity are 
clearest in the shrinkage of business inven- 
tories to much lower, and trimmer, levels 
and the improved financial positions of 
households. Furthermore, Canadian infla- 
tion has moved down appreciably over the 
past several quarters, generating a much 
improved climate for the functioning of the 
economy over that which existed a year and 
a half ago at the peak of the last inflationary 
surge. 
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Interest Rates in 1982 


After having fallen sharply from their 
peaks in the summer of 1981 to very early 
in 1982, short-term interest rates in Canada 
increased on balance during the first half of 
1982 but then declined sharply once again to 
the end of the year. At the beginning of 
1983 these interest rates were around 10 per 
cent, less than half of what they had been at 
their peaks. 

In Canada, as in the United States, 
the main reason for the fall in interest rates 
after mid-1981 was the change in the eco- 
nomic situation. The rate of growth of total 
spending in Canada declined sharply, first 
reflecting mainly a decline in economic ac- 
tivity and later also reflecting a considerable 
lessening of the rate of inflation of costs and 
prices. There was a related weakening in 
the demand for money and credit. The 
growth in demand for credit by the private 
sector of the Canadian economy fell much 
more sharply than the growth of total 
spending, partly because of the ebbing of 
the wave of business takeovers that had 
marked 1981. 

The temporary reversal of the down- 
ward movement of interest rates in Canada 
during the first half of 1982 followed a 
considerable increase in short-term interest 


rates in the United States early in the year. 
In view of the evidence that total spending 
in Canada was continuing to slow, the Bank 
of Canada initially resisted the upward pres- 
sure on Canadian short-term rates coming 
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from the United States in the expectation 
that the pressure would be short-lived, and 
the difference in the levels of such rates be- 
tween the two countries temporarily disap- 
peared. However U.S. interest rates did 
not decline much for some months, the rate 
of inflation in Canada was well above that 
in the United States and there was much 
less evidence of progress in reducing infla- 
tion in Canada than in the United States. 


Exchange Rate 
U.S. $ in Canada Cdn. $in U.S. funds 
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These circumstances, reinforced by uneasi- 
ness in some quarters about the degree of 
commitment of governments in Canada to 
anti-inflationary policies and by the cancel- 
lation of a number of large energy projects 
in Canada, led to an increasing erosion of 
confidence in the foreign exchange value of 
the Canadian dollar which finally pushed 
the value of our dollar to a record low of 
76.8 U.S. cents at the close of the ex- 
change market on June 22. 

In order to prevent the increasing 
weakness of the Canadian dollar in the for- 
eign exchange market from turning into a 
speculative rout, the Bank of Canada let the 
pressures for higher interest rates being 
generated by exchange market develop- 
ments feed back on to the domestic money 
market. Increases in short-term market in- 
terest rates approaching 2 percentage points 
occurred before confidence in the Canadian 
dollar was restored in the exchange market. 
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Prime lending rates at the chartered banks 
increased by 1% percentage points to 18% 
per cent during this period. 

The rapid fall in U.S. short-term in- 
terest rates after mid-year helped to widen 
the difference between Canadian and U.S. 
rates and to restore confidence in the Cana- 
dian dollar. The anti-inflationary initiative 
taken by the Government in the June 
Budget worked in the same direction. The 
consequent recovery of the Canadian dollar 
gave rise to a strong downward movement 
in domestic short-term interest rates. The 
Bank of Canada moderated the speed of the 
decline because it believed that the trend to 
lower short-term interest rates would last 
longer and go farther if it did not give rise to 
renewed weakness of the Canadian dollar in 
foreign exchange markets or to concerns 
that the decline could not be justified in 
terms of improved inflation performance. 

The decline in short-term rates in 
Canada over the second half of 1982 was 
somewhat smoother than in the United 
States, and the total decline over the second 
half of 1982 was somewhat larger. The 
differential with U.S. short-term rates 
narrowed from over 4 percentage points to 
about 14 percentage points. Once again this 
differential became less than the difference 
between the inflation rates of the two 
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countries, but Canada’s balance of pay- 
ments situation had strengthened and the 
rate of inflation of costs and prices had 
been declining quite rapidly. From late 
August 1982 to early 1983 the exchange rate 
remained relatively stable in a range around 
$1 U-S. cents: 

Over 1982 as a whole short-term 
market interest rates in Canada declined by 
about 5 percentage points to around 10 per 
cent. The prime lending rate at banks fell 
from 17% per cent near the end of 1981 toa 
range of 112 - 11% per cent early in 1983. 


Over the same period mortgage rates fell 
from around 17'2 per cent for a one-year 
term to 12 per cent or less. 

In the case of long-term market inter- 
est rates the decline in 1982 was around 32 
percentage points; these rates, like short- 
term interest rates, had risen somewhat in 
the first half of the year and all of the 
decline took place in the second half. Again 
as with short-term rates, the differential 
between long-term market rates in Canada 
and the United States widened until July 
but narrowed thereafter. 
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International Financial Problems 


1982 was a year of dramatic develop- 
ments on the international financial scene. 
External debt problems which had been 
building up over a number of years became 
immediate issues attracting worldwide at- 
tention and concern. This section reviews 
the background to these events and the 
efforts underway to deal with them. 

The surge of indebtedness in the 
1970s reflects two main factors: the immedi- 
ate impact of the two oil price shocks of 
1973 and 1979 and a climate of inflation and 
expectations of inflation. The direct after- 
math of the oil shocks was sharp increases 
in the borrowing of many oil-importing 
countries. Furthermore, these shocks en- 
couraged some nations with newly discov- 
ered oil resources to undertake ambitious 
development and spending plans that de- 
pended for their viability on a sustained rise 
in the price of oil. But underlying the surge 
of indebtedness was the broad inflationary 
experience, reinforced by interest rates that 
for an extended period were low in compar- 
ison with the rate of inflation. 

In these circumstances borrowers 
had strong incentives to increase their use 
of international credit. At the same time 
many commercial banks, particularly those 
able to tap international capital markets, 
began to expand rapidly their international 
lending activities. With encouragement 
from the need to recycle the financial sur- 
pluses of OPEC countries, banks competed 
actively for the profitable business of sup- 
plying funds to debtor countries. One 
consequence was that the margins between 


the interest rates charged to borrowers by 
banks and the rates banks paid to deposi- 
tors to attract sufficient funds stayed ex- 
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tremely narrow. These margins made little 
allowance for risk, in part reflecting the fact 
that the loans were often made to govern- 
ments or guaranteed by them. With an 
increasing proportion of the credits being 
extended on floating-rate terms, debtors be- 
came increasingly exposed to shifts in credit 
conditions. 

So long as world inflation continued 
at a rapid pace most countries had little 


ses 


difficulty both servicing and increasing their 
international indebtedness. However, 
following the further surge in inflation to- 
wards the end of the 1970s and the adoption 
by the industrial countries of policies of 
greater financial restraint the world environ- 
ment changed. By 1982 debt loads had be- 
come very burdensome. Interest rates were 
above the general rate of inflation and for 
many commodities that are sold on interna- 
tional markets, including oil, both export 
prices and volumes had declined. Banks 
became increasingly concerned about their 
exposure levels in a number of developing 
countries whose debts had been rising 
particularly sharply. When, during the 
summer, lenders began to curtail the flow of 
new funds and became reluctant to roll over 
maturing short-term debt the effect was to 
expose in short order a series of country 
debt problems. These problems are not 
limited to any single geographical area, but 
they have been particularly pronounced in 
Latin America. 

The international financial system 
has responded to these problems. The man- 
agement of each new situation has generally 
included steps to ensure a program of eco- 
nomic adjustment so as to limit further 
increases in debt, a stretching out of pay- 
ments for those private and public debts 
now falling due, and the provision of addi- 
tional financing of a temporary or medium- 
term character to support the transition 
program. The typical response has involved 
multilateral arrangements although these 
have been supplemented in some instances 
with bilateral agreements. 

The International Monetary Fund has 
played a central role. Net disbursements 
and commitments to developing countries 
had increased significantly in the preceding 
two years and they expanded further during 
1982. But the importance of IMF operations 
goes beyond the amounts of IMF resources 
supplied. Much of the funding provided by 
the Fund is conditional on a country adopt- 
ing and implementing an adjustment pro- 
gram, and in many instances agreement on 
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a program with the IMF has been the key 
to additional resources from private and 
official lenders. 

The timetable for increasing the 
Fund’s resources has been speeded up. An 
increase of almost 50 per cent in the overall 
quotas of member countries has recently 
been negotiated and is awaiting individual 
country ratification. In addition, Canada 
and other leading industrial countries have 
negotiated a major restructuring of the Gen- 
eral Arrangements to Borrow (GAB), tripling 
its size to approximately U.S.$19 billion and 
making GAB funds potentially available to 
all IMF members in the event of a financial 
need too large to be handled using the 
Fund’s normal resources. 

A number of official credits have 
been organized through the Bank for Inter- 
national Settlements. These could be mar- 
shalled more promptly than the financing 
available from the Fund and have had the 
character of short-term bridging finance to 
allow the borrowers to meet their financial 
obligations until a satisfactory package of 
medium-term financing could be put in 
place. These bridging loans have been pro- 
vided mainly by the BIS but are backed by 
the participating central banks. The total 
value of the central bank bridging facilities 
arranged to date through or in parallel with 
the BIS has amounted to U.s.$4.3 billion. 
During 1982 the Bank of Canada, acting for 
Canada, participated in BIS credits to 
Mexico and Brazil. Its participation for 
these two countries combined amounted to 
U.S.$230 million. 

The commercial banks have been 
actively engaged in international refinancing 
operations. These activities have included 
arrangements, in concert with the interna- 
tional financial agencies, for the resched- 
uling of maturing debt and arrears and for 
providing a steady flow, even if reduced, of 
new borrowing to the countries concerned. 
The larger Canadian banks, which tradi- 
tionally have been active in international 
lending, have been important participants in 
this exercise 


The Experience in Using Monetary Aggregates 


The announcement by the Bank of 
Canada last November that it no longer has 
a specific target for the growth of the mone- 
tary aggregate M1 was interpreted in some 
quarters as indicating a fundamental change 
in the Bank’s approach to monetary policy 
and in the current thrust of that policy. 
Neither is true. The decision was a purely 
practical one arising from the impact on M1 
of recent major changes in the forms in 
which money balances are being held in 
Canada. This section provides a description 
of the Bank’s experience with monetary 
aggregates as indicators of the rate of 
monetary expansion in the economy and as 
means for expressing targets for monetary 
policy. 

The Bank has long had an interest in 
making use of movements over time in the 
various definitions of the quantity of money 
held by Canadians as a source of guidance 
for monetary policy. Research work at the 
Bank on the practical usefulness of these al- 
ternative definitions of money holdings by 
the public increased at the time of the out- 
break of inflation in 1973-74. Aided by an 
expanding body of economic analysis relat- 
ing to the role of money in the economy, 
this research revealed a relationship be- 
tween movements in a narrow measure of 
money and the behaviour of the economy 
that could be used to improve monetary 
policy. 

A second aspect of the policy re- 


assessment at that time had to do with the 
results of earlier efforts to eliminate short- 
run cycles in economic activity through pol- 
icy actions. Economic forecasts had not 
been sufficiently accurate or reliable to pro- 
vide the basis for economic fine-tuning. Be- 
cause of a tendency to err on the side of 
stimulus, there had been an inflationary bias 
in economic policies during the late 1960s 
and early 1970s. The conclusion was that 
monetary policy would be better if it used a 
longer term horizon. 

These changes in policy approach led 
the Bank of Canada in late 1975 to announce 
a specific target range for the growth 
of M1, that is, the total of currency and 
chartered bank demand deposits held by the 
public. The Bank said that it intended to 
lower that range gradually over time. 
Thereafter the targets were lowered ona 
more or less annual basis. The Bank hoped 
that this quantitative information about the 
orientation of monetary policy would influ- 
ence economic decisions throughout the 
economy in a way that would minimize the 
disruption involved in reducing the rate of 
inflation. The target ranges also established 
a standard for gauging the performance of 
the Bank in carrying out monetary policy. 

This emphasis on the achievement of 
targets for M1 did not require any change in 
the process used by the Bank to implement 
monetary policy on a day-to-day basis. 

That process involves the provision by the 
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Target Growth Ranges for M1 


Billions of dollars, seasonally adjusted 
Ratio scale 
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Mi (Currency and demand deposits) 
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Bank of the cash reserves underlying the fi- 
nancial system, and adjustments to the sup- 
ply of these reserves have an influence on 
short-term market interest rates. The daily 
operating decisions of the Bank have thus 
been seen as involving the question of what 
influence to exert on the path of such inter- 
est rates. Because of the sensitivity of M1 
to short-term interest rates, its trend 
relative to the target became a source of 
guidance for the Bank in making these 
decisions. 

From the outset the Bank was care- 
ful to check the signals for monetary policy 
coming from this indicator of monetary ex- 
pansion with those coming from the analy- 
sis of other economic and financial infor- 
mation. There were many reasons for this. 
One was that the usefulness of M1 as a tar- 
get depended upon the stability of its rela- 
tionship to the trend of spending and inter- 
est rates in the economy, and it was not 
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hard to imagine developments which could 
upset that stability. Changes in banking ar- 
rangements did in fact cause some slippage 
in the relationship during 1976-77 and again 
in 1980, and it became necessary to take 
these into account in setting subsequent M1 
target ranges. 

Another reason for checking M1 
movements against other information was 
that M1 was not a good guide to the appro- 
priate initial response of monetary policy to 
the inflationary shocks that the Canadian 
economy encountered from time to time. 
These typically resulted from downward 
pressures on the foreign exchange rate for 
the Canadian dollar. A sharp depreciation 
of the exchange rate would in due course 
generate a signal from Mi for higher interest 
rates, but only after the inflationary effects 
of the exchange rate change had worked 
through the economy. A more rapid 
response of interest rates was more consis- 





tent with a monetary policy aimed at reduc- 
ing inflation. 

The Bank thus never regarded its M1 
target system as some sort of automatic 
pilot for monetary policy. In the short run 
it was something to be taken into account 
along with other considerations. Over the 
longer term the target system served as a 
constant reminder of the need for a deceler- 
ation in the rate of monetary expansion 
over time if inflation was going to be 
brought down and as a check against cumu- 
lative error. 


Over the past two years the relation- | 


ship between M1 and economic develop- 
ments has become so distorted that M1 can 
no longer be taken at its face value; it 
requires so much interpretation that it is, 
for the time being at any rate, no longer 
suitable for use as a monetary target. The 
combination of inflation, high interest rates, 
computer-based technology and competition 
among financial institutions has resulted in 
innovations in financial services that have 
permitted Canadians both to reduce appre- 
ciably the average size of balances they 
hold for making payments and to hold more 
of those balances in interest-earning forms 
not included in M1. Some examples will il- 
lustrate what has happened. Banks are now 
offering to an increasing number of business 
corporations the facilities for consolidating 
daily all the current account balances that a 
business may have throughout a city or 
across the country thereby enabling it to 
work with a lower average balance. In 
some cases, any surplus in the consolidated 
balance at the end of the day is automati- 
cally transferred on an overnight basis to an 
interest-earning account or to pay down the 
corporation’s operating loan with the bank. 
Some businesses thus no longer hold any 
balance that would be recorded in M1. Un- 
der other arrangements the funds remain as 
a current account balance, and thus in M1, 
but earn a negotiated rate of return either in 
interest or in an offset against bank service 
charges. 

Comparable changes have taken 
place in the facilities available to individu- 


als. The introduction by banks in late 1979 
of savings accounts that pay interest calcu- 
lated on daily balances rather than on the 
minimum monthly balance has provided an 
increased incentive for individuals to trans- 
fer to these accounts any surpluses which 
arise, however briefly, in their non-interest- 
earning personal chequing accounts. As a 
result the average balances kept in the per- 
sonal chequing account component of M1 
have been reduced. Another important de- 
velopment has been the introduction of new 
accounts which offer both chequing privi- 
leges and a market rate of interest when the 
balance in the account is above some speci- 
fied level. These accounts encourage 
individuals to give up separate chequing 
and savings deposits, and the termination of 
the chequing accounts reduces M1. 

As aresult of these innovations, a 
substantial reduction has taken place in the 
growth of Mi relative to that which one 
would have expected, given movements in 
total expenditures in the economy and inter- 
est rates. In principle the Bank could have 
adjusted its M1 target system to this devel- 
opment in either of two ways: by revising 
downward the target range or by broaden- 
ing the definition of M1 in order to incorpo- 
rate the changed forms in which transac- 
tions balances are now being held. 

Work on an adjustment of the target 
levels was impeded by the statistical report- 
ing problems mentioned in last year’s Re- 
port but a more serious problem is that both 
the process of financial innovation and the 
response of bank customers have been 
rapid and continuing. Since neither can be 
reliably predicted, appropriate ranges for 
the future growth of M1 cannot be chosen 
with any confidence. 

The Bank is continuing to explore 
the possibility of making use of a definition 
of transactions balances somewhat broader 
than M1. One aggregate that is being exam- 
ined includes in addition to M1 those inter- 
est-bearing personal and business deposits 
to which most of the balances previously 
included in M1 appear to have shifted. 

A version of such an aggregate, tentatively 
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Selected Monetary Aggregates 


Billions of dollars, seasonally adjusted 


280 280 
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Growth rates are calculated for 2Q1980 — 2Q1981, 2Q1981 — 1Q1982 
and 1Q1982 — three months ending January 1983. 
24 ao Prior to November 1981 M2 and M3 incorporate estimated deposits at 


chartered bank mortgage loan subsidiaries, and M3 incorporates estimated 
deposits of Canadian financial institutions affiliated with foreign banks. 
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labelled M1A, is plotted along with other 
monetary aggregates on the opposite chart. 
With its broader coverage MIA has some 
advantages over MI as an indicator of the 
trend of monetary expansion. Nevertheless, 
MIA has some deficiencies. One is that it 
does not, and no monetary aggregate can, 
take account of the effect of a reduction, 
rather than a shift, in the money balances 
held for transactions purposes consequent 
upon financial innovation. Another is that it 
has not been possible to find a way of 
including within it all transactions balances 
that have shifted out of M1 to other financial 
instruments. Yet another is that in order to 
take account of the significant quantity of 
transactions balances that have been moved 
from M1 to dual-purpose accounts, it has 
been necessary to include as well the appre- 
ciable savings balances held in these 
accounts. 

Because of these shortcomings there 
is a considerable amount of variability in 
M1A which cannot be explained in terms of 
movements in total spending and interest 
rates. With financial innovations continuing 
to affect holdings of transactions balances, 
movements in MIA will likely continue to re- 
quire a good deal of interpretation, and thus 
it would be premature to use it for target 
purposes at present. Such use of an aggre- 
gate like M1A depends on a return to more 
stability in the deposit arrangements used 
by holders of transactions balances. 

The lack of a monetary aggregate 
that has a sufficiently stable relationship to 
the behaviour of the economy to be useful 
for setting targets does not mean that the 
Bank is without any indications about 
the rate of monetary expansion in the econ- 


omy. Information about the underlying 
trend of monetary expansion can be drawn 
from the currently available monetary ag- 
gregates, despite their deficiencies, by inter- 
preting their movements in the light of their 
particular characteristics, any relevant insti- 
tutional changes and the broad economic 
and financial influences acting on them. 

In the case of the broader aggregates 
the most prominent feature of their recent 
performance has been the pronounced de- 
celeration from very high rates of expan- 
sion. During part of 1980 and 1981 their 
growth was inflated by the boom in the 
housing market and the large number of 
corporate takeovers because so much of 
this unusual activity was financed through 
the banks. The slowing that has taken 
place partly reflects the fall-off in that 
activity, but more fundamentally it reflects 
the slower advance in total spending in 
the economy. The broader aggregates are 
not sensitive in the short run to interest 
rates. 

The paths traced by the narrower 
aggregates, M1 and MIA, reflect the move- 
ments of short-term interest rates as well as 
the slower rise of spending in the economy. 
In the second half of 1981 and into early 
1982 the narrow aggregates understate the 
rate of monetary growth because of the in- 
novations described earlier affecting trans- 
actions balances, with M1A being affected to 
a lesser extent than M1. More recently the 
large interest rate declines have lowered the 
costs of holding non-interest-earning trans- 
actions deposits. This has resulted in a 
substantial rebuilding of those deposits 
even though the shifts associated with the 
financial innovations have continued. 
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Debt Management and Foreign Exchange Operations 


Debt Management 

In 1982 the Bank of Canada, in its 
capacity as fiscal agent for the Government 
of Canada, was involved in borrowing activ- 
ities which increased the Government’s do- 
mestic debt outstanding by almost $18 bil- 
lion. This amount was marginally less than 
the Government’s net Canadian dollar 
financing requirements for the year. 

The Government’s cash balances 
were high at the beginning of the year as a 
consequence of the very large sales of 
Canada Savings Bonds in the fall of 1981, 
and there were substantial inflows in the 
first half of the year from sales of U.S. 
dollars in the foreign exchange market, 
especially towards the end of that period. 
Consequently the borrowing program was 
concentrated in the second half. During 
that period the Government’s financing 
requirements rose rapidly. Most of this rise 
reflected the impact of fiscal operations, but 
it was boosted by the use of Canadian dol- 
lars to purchase foreign exchange reserves 
as the Canadian dollar strengthened. 

A feature of the marketable bond 
operations in 1982 was the shorter average 
term to maturity than in 1981 of instruments 
offered to the public. The use of mid-term 
bonds that include an option to the investor 
to extend the initial terms of the instrument 
was less frequent than in the preceding 
year. This “‘extendible’’ feature was used 


Summary of the Changes 
in Canadian Dollar Financing 
for the Government of Canada 


Billions of dollars (par value) 





1982 
Jan.-June July-Dec. 
PRreASUTY. Dill SB eeuneserne —(0.6 a0 
Marketable bonds ........... +0.9 =P abil! 
SUD -COcal wrieiet a a +0.3 + 9.3 
Canada Savings Bonds .... = £0 + 9.0 
Moral ee ce Ae ee, =O HSS 


only in January and on three occasions dur- 
ing the summer — periods when conditions 
in financial markets were especially uncer- 
tain. Gross issues of ‘‘extendibles’”’ 
amounted to $2.3 billion in 1982 (25 per 
cent of total gross issues) compared to their 
use on eight occasions in 1981 amounting to 
$4 billion (or 44 per cent of gross issues). 
The bond program placed less reliance on 
very long-term issues and more on issues in 
the 10-year term to maturity area. Gross is- 
sues of 10-year bonds amounted to $2.2 bil- 
lion (about 25 per cent of total gross 
issues). Until the spring of 1982 10-year 
bonds had not been offered since early 
1980. Only $650 million of bonds with a 
term to maturity of more than 10 years were 
issued during the year compared with $1.6 
billion in 1981. 

For the 1982-83 Canada Savings 
Bond campaign the interest rate was estab- 
lished at 12 per cent for the first year begin- 
ning November |, 1982 and at a minimum 
of 84 per cent for each of the remaining six 
years to maturity. It was also announced 
that the 12 per cent rate would apply to all 
outstanding series for the year beginning in 
November. These terms were announced 
on October 7 — some four weeks later than 
the typical announcement date of recent 
campaigns. This change was achieved by 
administrative streamlining and by delaying 
the dates of the payroll sales campaign. 
Interest rates fell somewhat between the 
October 7 announcement date and the be- 
ginning of cash sales on October 25, thereby 
increasing the attractiveness of the savings 
bonds. Gross sales were almost $11! billion 
— second only to the record volume of one 
year earlier. The bonds were withdrawn 
from sale on November 8. 

A summary of the changes in the dis- 
tribution of outstanding debt of the Govern- 
ment of Canada in the following table shows 
that holdings by the general public accounted 
for virtually all the net increase — of which 
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almost half was accounted for by Canada 
Savings Bonds. The recorded reduction in 
the Bank of Canada’s holdings of govern- 
ment securities, which tend to grow over 
time, reflected temporary fluctuations 
within the Bank of Canada’s balance sheet. 
At the end of 1982 Canada Savings 
Bonds represented 31.5 per cent of total do- 
mestic debt compared to 28.7 per cent one 
year earlier. Marketable bonds declined 
from 48.1 per cent to 44.4 per cent of the 
total in 1982 and treasury bills represented 
24 per cent of the debt outstanding, slightly 
higher than at the end of the previous year. 
The average term to maturity of the general 
public’s holdings of marketable debt fell to 
6.6 years in December 1982 from 8.0 years 


Summary of Changes in Government of 
Canada Securities Outstanding During 1982 


Billions of dollars (par value) 

















TRGASUFY: DIL Seiad, Getnaev se tnamntae ae eb 
Marketablesbonds ian seco. + 4.6 
Canada Savings Bonds «27-4406. -2 + 8.0 
Ota ee en eee eae +17.6 
Held by: 
Bank of Canada 
Treasury Bills. atin se recs — 3.0 
Marketable bond Smee rer teeta: + 1.3 
Totaliy oi Se eas — 1.7 
Chartered Banks 
IP TeasuVy DULS eee ee ances aee + 1.6 
Marketable bonds seen incee: + 0.1 
Bee Re On: eNO EAN | oe aR res: + 1.7 
Government Accounts 
Wreasury Bills e200 es coarse tee + 0.1 
Marketableibondsieesee errata + 0.2 
OL Almeet ety ee eo AE Res + 0.3 
General Public 
‘Treasury:bills* 230s rae + 6.3 
Marketableibondsaar nase nents + 3.0 
Canadaisavings Bonds «ca.c1... An. + 8.0 
EO Cal ee eee ee eee + 17.3 
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and 8.7 years at the end of 1981 and 1980 
respectively. 

The Bank of Canada assisted the 
Government in arranging three bond issues 
in foreign financial markets during the year. 
They raised the foreign currency equivalent 
of about 1.3 billion Canadian dollars. These 
borrowings were undertaken during the first 
half of the year. The first, in March, in- 
volved a private placement of 400 million 
Swiss franc (SFr.) 5-year notes, the pro- 
ceeds of which were applied to the redemp- 
tion of a maturing SFr. 700 million fixed- 
term note that had been arranged by the 
Government in 1979. The second borrow- 
ing, in April, in the German capital market, 
was a public offering of 200 million 
Deutsche mark (DM) 7-year notes. The pro- 
ceeds of this operation were applied to a 
maturing DM 400 million fixed-rate loan that 
had been arranged in 1978. The third 
financing, in the Eurobond market in June, 
raised U.S.$750 million in the form of 5-year 
notes. The details of these issues are shown 
in Appendix Table IV. 

The existing agreement for a U.S. 
dollar standby credit between the Govern- 
ment of Canada and a group of U.S. and 
other foreign banks was increased in 
September from U.S.$3 billion to u.s.$4 bil- 
lion. Until June 23, 1985 Canada retains the 
right to borrow up to U.S.$1.5 billion at 
either the U.S. prime rate or at the London 
Interbank Offered Rate (LIBOR) plus 1% of 
one percentage point, at its option. On 
advances in excess of U.S.$1.5 billion, 
Canada would pay either the U.S. prime 
rate plus ’s of one percentage point or LIBOR 
plus 7 of one percentage point, at its option. 
In each year after June 23, 1985, the 
U.S.$1.5 billion available at the lower rate 
will automatically be reduced in steps, 
reaching 75 per cent of that amount in the 
year before the maturity of the facility on 
June 23, 1988. 


Foreign Exchange Operations 

Official foreign exchange market op- 
erations of the Bank of Canada, as agent for 
the Exchange Fund Account of the Minister 





Exchange Rate 


Spot closing rates, daily 


eos U.S. $ in Canada Cdn. $ in U.S. funds pees 
1.1905 .8400 
EZI95 .8200 
1.2500 .8000 
1.2820 .7800 
1. 3158 . 7600 


Changes in Official Reserves 
Millions of U.S. dollars, monthly 


Excluding official external financing, gold sales and revaluation effects” 





“The U.S. dollar value of SDR-denominated assets (gold, the IMF position and SDRs) rises when the exchange rate of 
the U.S. dollar declines in terms of SDRs, and decreases when the opposite occurs. 
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of Finance, continued to be directed to- 
wards dampening excessive fluctuations in 
the exchange rate. There were periods of 
pressure on the rate in both directions dur- 
ing the year, involving both large purchases 
and sales of foreign exchange. Canada’s 
official holdings of foreign exchange were 
supplemented as required by drawings on 
the Government of Canada’s standby credit 
facilities with both Canadian and foreign 
banks. In June outstanding drawings 
reached U.S.$2.4 billion but by year-end all 
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outstanding drawings had been repaid. 
Changes in the outstanding foreign debt of 
the Government also had an impact on the 
level of reserves. During the year there 
were some further small sales of gold and 
SDRs for U.S. dollars. 

Canada’s official international 
reserve holdings were the equivalent of 
U.S.$4,371.1 million at the end of 1981, 
U.S.$3,793.2 million at the end of 1982 and 
U.S.$4,109.5 million at the end of January, 
1983. 


Appendix Tables 
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APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 





Monthly changes, millions of dollars 


Government Net All other Note Canadian dollar deposit liabilities 

of Canada foreign assets circulation Chartered Government Other 
securities at currency (net) banks of Canada 

book value assets 


























1982 
January — 904 +3" +210 —1,075 +796 = 336 + —76 
February eS 65h 16s = 80 233 =) i ee 
March + 1,004 —"62 362 ee 2 586 +1,018 ~ —24 
April — 941 ett ee io4 Jaf ak = ifee ) ae 
May + 246 — § =482 es Ag E1098 =. 30 
June + 408 eee 10 2420s 173 + 15 = Sp 
July — 1,030 + 780 +915 + 51 +784 — 186 +16 
August + 143 19283 = 825 = 50" 8 296 = TA? 
September 2G — 90 £251 = ona a Sah 
October 4 MATA” 433 + 14 +206 670 236 
November + 1,285 = 852. =544 OD are = 41 (dG 
December G22 +1276 +914 #1,052- AIT MwA 4g Pees 
SNWLE +1,301 +556 1 O84eae 439 = AN Se 
1983 
January + 654 —1,163 =987 —1,289 —106 30 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 


Millions of dollars unless otherwise indicated 


Total Average Required Average Number 

minimum holdings minimum holdings of 

cash of statutory Bank of Bank juridical 

requirements coin and of Canada of Canada days in 
Bank of deposits deposits period 


Canada notes 


1982 

JeMuALY re 7,816 Hs 5,964 ae . 
EeDenEEY ie 7,667 2,084 5,583 ne : : 
Maret nee 7,124 1,883 5,240 aa . 
Age se 6,949 1,829 5,119 ae i 
May oe 6,469 1,848 4,621 ee i 
wane tee 6,425 1,914 4,511 ne ‘ 
Su ae 6,726 1,965 4,761 Hie ‘ 
sea ais 6,866 1,932 4,933 eee 
pentane a 6,383 2,004 4,379 re _ 
ante +e 6,358 1,985 4,373 yee i 
Rene as 6,350 1,991 4,359 es . 
Deoeutee hee 6,430 1,985 4,445 Hee . 
1983 

1a ee 6,742 2,001 4,741 ie “ 
February 1-15 6.883 2,356 4,526 4,575 ji 


() Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 
Cumulative 

excess reserves 

at end of period 


705 
358 


853 
iF) 


Byeys 
940 


776 
530 


3311 
464 


965 
1,010 
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761 


563 
412 
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847 


400 
676 
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Average excess 
reserve ratios 
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Advances to chartered banks and PRA outstanding 
Number of days outstanding 
PRA 


Advances 
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Average outstanding" 
Advances 


PRA 


83.5 
58.6 
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243.3 
{f529 


45.1 
47.3 


169.0 
[Size 


146.4 
3520 


50.8 
182.9 


201.3 
21 


144.1] 
209.5 


2170 
265.4 


204.6 
224.8 


19051 
211.4 


267.0 
2504 


89.7 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 


Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 


























bills 3 years 3-5 5-10 Over acceptances”) of bills, under 
and under years years 10 years bonds and PRA 
bankers’ 
acceptances 

1982 

January — 105.0 - ~ - ~ ~ — 105.0 + 0.0 
February am Pellet - - - - - i 30:0 © eeee0:0 
March = STAN - - ~ - - dt, 270.0" patbhO5 
April — 229.0 — ~ - ~ - =) 229.0. TAGS 
May + 44.0 - - - - ~ + 44.0 +162.6 
June aegis) 0) - - — - — a 36/0) =a Gz.6 
July = 2a0 2g ~ - - le) be eee 
August Sc Wee _ - ~ - ~ + 172.0" 6+ 239%2 
September = feels) +134 —13.4 - - - aoe DIL pelo 
October eee: +204.8  -—84.0 — 70.8 —50.0 - ay 350.55 Wee, 
November + 454.5 - - ~ - ~ #° 4545 9285.8 
December = 1060 voUSGste | 29 ee hone - - = 106.0 1 O08LS 
Total = ie pee cece BNe.  SaslViket = POLIT eA ~ Sed Fee ge UA, 
1983 

January + ©236:0 Hane Oe l= ES a eeal Onl _ - +) 236.6 =4+288.0 


‘) Classified by years to maturity at time of transactions. 
°) Includes maturing bankers’ acceptances. 
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Net transactions with Government and other client accounts 


Purchases (+ ) 
of new issues 
less matured 


Net purchases from (+) 
or net sales to (—) 
government accounts 


Net change in holdings 
of Government of Canada securities 
and bankers’ acceptances 


Bills 


Total 























holdings and client accounts 

Bills Bonds 
— 674.7 144.6 > lee 
ee 191.8 See. db 
+ 461.3 2325 + 0.4 
soa tog We) 384.8 apie! 
gl. jee he la =110):6 
+ 445.7 389.4 cee ot 
pee 5005 379.4 + 0:9 
Os) 195.4 iS! 
— 168.8 277.4 = abe 
0979.6 242.6 ORS 
4-06. 1 252.9 7050 
+ 714.4 369.6 — 50.4 
“ool /4 ee ere eA 
foo 0 Sey Hin Te! 


924.3 
vom URE 
Sige ola tee 
= 4605.0 
oP) 8922 
ec Oue? 
sys be ARS) 
= lA 
— 1,047.9 
eee 33! 
Peete Bim 
= 00)-0 





— 2,947.8 








+ 649.4 


= NES 
— 320.9 
THCOLUad 
— 960.3 
lee. 0 
+ 419.8 
052.5 
eo LZ S.9) 
= SSO0) 
= 10:5 
129421 


Se Re 
= 676-1 


te eOolsS 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 





Date in Issues offered/ Term to Yield to Millions of dollars par value 
1982 retired maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars — direct and guaranteed 
Feb, 1 DATO FEDs lal 982 op Be. 
97a7o Feber ts 1982 4752) 
16% Aug. 1, 1984 2 yrs. 6 mos. 16.00 150 
15476 Heb, 1, 1987 5 yrs. 15250 650°) 
800 
Mar. 31 15% Aug. 1, 1984 2 yrs. 4 mos. [S10 229 
15% Mar. 15, 1987 4yrs.11%mos. 15.14 400 
154% Mar. 15, 2002 19:-yrs. 11¥%mos. 15.54 200 
825 
Apr. 1 7T¥s% Apr. 1, 1982 675 
162° 
May 1 1S% Aug. 1, 1984 2 yrs. 3 mos. 14.91 100 
15% Mar. 15, 1987 4yrs.10’%mos. 14.84 400 
154% Mar. 15, 2002 19 yrs. 10% mos. 15.41 150® 
650 
wunc al 1434% Dec. 15, 1984 2 yrs. 6% mos. 14.94 100 
1434% June 1, 1987 3S, Vise 15.04 250 
15% June 1, 1992 10 yrs. je ie 200 
550 
July | 72% July 1, 1982 1° 
8% July 1, 1982 9000 
15'A% July 1, 1985 3 yts. 16.00 350 
15% July 1, 1987 5 yrs. i257, 4000) 
750 
Aug. 1 16% Aug. 1, 1984 2 yrs. 16.00 1500 
15'14% Feb. 1, 1987 4 yrs. 6 mos. 15.58 600° 
750 
Sept. 1 1414% Sept. 1, 1985 3 yrs. 14.67 200 
14%% Sept. 1, 1987 5 yrs. 14.47 65004) 
850 
Oct. 15 8% Oct. 15, 1982 47505) 
107%4% Oct. 15, 1982 2000 
12%% Oct. 15, 1982 150¢” 
123%4% Oct. 1, 1985 2 yrs. 11%mos. 12.85 150 
139 Octal os. Loby S Vis. 13.00 450 
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Date in Issues offered/ Term to Yield to Millions of dollars par value 














1982 retired maturity maturity Amount Amount 
delivered retired 
Octeelo, 1342051551992 10 yrs. 13.69 400 
133%4% Mar. 15, 2000 17 yrs. 5 mos. 13.90 300") 
1,300 
Nov. 1 12% Nov. 15, 1987 2 VIS. 72 MO. 12.00 200 
1234% Nov. 15, 1992 10 yrs. Y% mo. 1 500 
700 
Nov. 22 1034% Oct. 1, 1985 2 yrs. 10%mos. 10.75 17509 
L1e47o Dece 15,, 1992 10 yrs. 1 mo. |i Ws) 525 
700 
DeCe nl. 62° 
Dec asl) 113%4% Dec. 15, 1982 8752) 
1034% Oct. 1, 1985 2 yrs. 942 mos. 10.82 350°) 
117, Dec. 15 31987 5 yrs. 133 325 
11747 Dec. 15, 1992 10 yrs. 12.01 ie 
[e250 
Total bonds 9ei25 4.512 
Total treasury bills* 63,000 3797S 








Issues payable in foreign currencies — direct 
Mar. 8 SFr. 400 million 
74% notes due 
Mar. 8, 1987 SAVES: 264°) 


Apt sl) 125) 
Apr. 29 DM 200 million 

8'4% notes due 

Apr. 30, 1989 7 yrs. 10529) 


June 16 U.S.$750 million 
143% notes due 














June 16, 1987 DEVE: 96227) 
Oct-15 es 
Total notes and bonds 1331 2 
(Continued) 
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(Continued) 





(7) 
(8) 


(10) 
(11) 


(12) 


(13) 


(14) 


(15) 
(16) 
(17) 
(18) 
(19) 
(20) 
(21) 
(22) 


(23 


(24 


(25) 


(26) 


(27) 
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Includes three-month, six-month and one-year treasury bills. 

Maturity of 914% bonds issued June 15, 1974. 

Maturity of 94% bonds issued December 15, 1978, February 1, 1979, March 15, 1979, June 1, 1979 and July 15, 1979. 
Exchangeable at the option of the holder, on or before October 31, 1986, into an equal par value of 15%2% bonds due 
February 1, 1992 yielding about 15.50% from February 1, 1982 to maturity in 1992. 

Maturity of 774% bonds issued February 1, 1977 and April 1, 1977. 

Cancellation of $29.3 million 912% June 15, 1994 bonds, $25.5 million 10% October 1, 1995 bonds, $24.0 million 944% 
May 15, 1997 bonds, $14.5 million 9% October 15, 1999 bonds, $12.5 million 934% December 15, 2000 bonds, $32.5 
million 942% October 1, 2001 bonds, $6.0 million 894% February 1, 2002 bonds and $18.0 million 912% October 1, 2003 
bonds, by Purchase Fund. 

In addition to $225 million 15% August 1, 1984 already outstanding. 

In addition to $400 million 15% March 15, 1987 already outstanding. 

In addition to $200 million 152% March 15, 2002 already outstanding. 

Maturity of 72% bonds issued July 1, 1977. 

Maturity of 8% bonds issued May 15, 1977, July 1, 1977 and September 1, 1977. 

Exchangeable at the option of the holder, on or before April 1, 1987, into an equal par value of 15% bonds due July 1, 
1992 yielding about 15.25% from July 1, 1982 to maturity in 1992. 

In addition to $150 million 16% August 1, 1984 already outstanding. 

In addition to $650 million 151% February 1, 1987 already outstanding. Exchangeable at the option of the holder, on 
or before October 31, 1986, into an equal par value of 152% bonds due February 1, 1992 yielding about 15.55% from 
August 1, 1982 to maturity in 1992. 

Exchangeable at the option of the holder, on or before June 1, 1987, into an equal par value of 144% bonds due 
September 1, 1992 yielding about 14.39% from September 1, 1982 to maturity in 1992. 

Maturity of 8% bonds issued October 15, 1977 and December 15, 1977. 

Maturity of 1034% bonds issued October 1, 1979. 

Maturity of 12'4% bonds issued October 1, 1980. 

In addition to $750 million 134% March 15, 2000 already outstanding. 

In addition to $325 million 1074% October 1, 1985 already outstanding. 

Cancellation of guaranteed debt by Purchase Funds. 

Maturity of 1174% bonds issued December 15, 1979 and February 1, 1980. 

In addition to $500 million 1074% October 1, 1985 already outstanding. 

In addition to $525 million 11374% December 15, 1992 already outstanding. 

Proceeds of the issue applied towards redemption of a SFr. 700 million 27% loan issued March 8, 1979 and maturing 
March 8, 1982. 

Partial redemption at par of U.S. pay 5% October 15, 1987 bonds for Sinking Fund. 

Proceeds of the issue applied towards redemption of a DM 400 million 5% loan issued May 2, 1978 and maturing 
April 30, 1982. 

Issued in the Euro-U.S. market. 


BANK OF CANADA Statement of Revenue and Expense 


Year Ended December 31, 1982 
(with comparative figures for 1981) 


REVENUE 


Revenue from investments and other sources 
after deducting interest of $5,129 ($6,399 in 


POS ApeDAIC TON CEPOSS 22ers arcane ats 


EXPENSE 


STATIC COONS 5c Sai Sein oon d heann oeebwera sy 


Contributions to pension and insurance funds” 


theimstall Expenses Os .Oe toss <2 5.5. ss cihaans siaavn 
RDILCCLORS SLCC SING. He REERIN, SUI AER oss cactd eas 
PRUIGIEOLSMECES ANG EXPENSES) ..c%,0505pe0.02sS.veaenas 
Faxes municipal ANGiDUSINGSS: -.2...0s0...08<sa000 


ADK OLE COSC Sar en eh ooe cee ete 


Data processing and computer costs .............. 


Maintenance of premises and equipment — net® 


Bisntine Ob PUDUCAUONS scent oa sate ie hens ce 


Oiber printing ANG.StAllOMely ..<...0.0:¢:s2s-ueuoesee 


POSTAGE ARIS X DCS Sasa cote sor foe oes arate iota er 
CLEC ODINIUNIC ALLODS sestnreee antes Setar on en neh 
Mirawe band stall LIAnSterser.. or. iesei ania coisas peeve 
MOINETEC RNONSES aac s sy abiostac tau onions casaun caste 


Depreciation on buildings and equipment ........ 


NET REVENUE PAID TO 
RECEIVER GENERAL FOR CANADA ....... 





1982 


1981 


(thousands of dollars) 


$1,986,072 


$ 42,857 
9 


101,881 


Silks 


107,598 


$1,878,474 


$1,945,575 


S55 +83)/ 
5,208 


87,376 


5,020 


92,396 


$1,853,179 


() Salaries, including overtime, and related contributions to pension and insurance funds for bank staff other than those engaged in building 
maintenance. The number of employee years worked by such staff (including temporary, part-time and overtime work) was 2,015 in 1982 
compared with 1,960 in 1981 but there was a significant shift over the period in the mix of employees towards higher skilled categories. 

) Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 


3) Includes all building maintenance costs (including staff costs) but net of rental income. 


(See accompanying notes to the financial statements) 
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BANK OF CANADA Statement of Assets and Liabilities 





as at December 31, 1982 
(with comparative figures for 1981) 


ASSETS 


Deposits payable in foreign currencies: 
CRS SA. MOORS crt i ae haere eae tee tn Pee re ae 
JUTE T CULL OINC Te Stn c are eet en era tacit car gee ae eae er eee ae 


Advances to members of the Canadian Payments Association . 


Investments — at amortized values: 
direasuny,billstofx\Ganacdaee a. Pee Es STEN. eee 
Other securities issued or guaranteed by 

Canada maturing within three years .....................-..».- 
Other securities issued or guaranteed by 

Canada not maturing within three years ..................0... 
Otherninvestmentswee a. eal eee one Ske nes Sens 


Bank premises: 
Land, buildings and equipment, at cost 
lessracclimulatcaraepreciallon. wy.ec cme. trae eee 


Cheques drawn on other banks ........................0.cccceceee cues 
Accrued interest on investments .................ccccccccccecccccceeee 


Collections and payments in process of settlement 
Government. of Canagal Ch)ia. sees er ee Ate Ree ee 


GUN eT aSSEtS cee ee a ee ee Nee et ee eee, 
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1982 


1931 


(thousands of dollars) 


$ 259,438 


4,427 
263,865 
143,000 


2,426,499 
4,696,898 


8,247,778 


1,240,867 
16,612,042 


82,210 
1,635,404 
387,644 


283,778 
14,964 
$19,422,907 


$ 165,605 


6,562 
172,167 
38,000 


5,245 872 
4,185,217 


7,483,569 


2,633 
[691729 


78,993 
1,627,744 
315,285 


4,457 
$19,153,937 


LIABILITIES 


ADICAL DAIG MD) Oseg ce cee ee oss kt eee a Se eas te entn bos tak 
WRESUCUNG 20s ease rd ene en a eae ae eee ee ee Bee 


NOES CIF Cll atiOn =2256.to ee ee en ee ee eee 


Deposits: 
Government of. Canada 2.2... 5 ee ee ee oe 
Ghartercd Dalkey ee ee oa wea ae, 
GT CTECLEDOSIUSHeReney eens ee pent tee Naa ania eects 


Liabilities payable in foreign currencies: 
GFOVEIIMe It Ol CANA pe eet eke ter eon ee ne eters: 


Bank of Canada cheques outstanding .......................... 


Collections and payments in process of settlement: 
Government of Canada (Net)\.20..- eee eee ee 
CECT eee re ee ee has Dae Ree nee eee tee eres 


Governor, G. K. BOUEY 





1982 1981 
(thousands of dollars) 

$ 5,000 $ 5,000 
25,000 25,000 
127185781 11,635,604 
81,016 384,194 
4,838,438 oo, O49 
162,585 189,861 
5,082,039 5,852,404 
80,608 51,700 
147 236 
80,755 51,936 
1,506,187 I O615317 
_ S16:579 
- 915 
- 517,494 
5,145 5,187 
$19,422,907 $19,153,937 


Chief Accountant, A. C. LAMB 








Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at 
December 31, 1982 and the statement of revenue and expense for the year then ended. 
Our examination was made in accordance with generally accepted auditing standards, and 
accordingly included such tests and other procedures as we considered necessary in the 


circumstances. 


In our opinion, these financial statements present fairly the financial position of the 
Bank as at December 31, 1982 and the results of its operations for the year then ended in 
accordance with the accompanying summary of significant accounting policies, applied on 


a basis consistent with that of the preceding year. 


RAYMOND, CHABOT, MARTIN, PARE & ASSOCIES 
Ottawa, Canada, January 12, 1983 


CLARKSON GORDON 


(See accompanying notes to the financial statements) 
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BANK OF CANADA Notes to the Financial Statements 
December 31, 1982 





1. Significant Accounting Policies 


The financial statements have been prepared within the 
framework of the accounting policies summarized below. 


a. Form of Presentation 
The form of the statement of assets and lia- 


bilities meets the requirements of the Bank of 
Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been accounted 
for on the accrual basis. 


c. Investments 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in income. 


d. Translation of Foreign Currencies 
Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the year- 
end. 


e. Depreciation 


Depreciation has been recorded at the follow- 
ing annual rates applied on the declining bal- 
ance method: 

Buildings 5% 

Equipment 20% 


2. Contingent Liability 


During 1982, the Bank agreed with the Bank for International 
Settlements to participate in an international initiative to provide 
short-term credit facilities to the Banco de Mexico and the Banco 
Central do Brasil. The Bank’s potential liability under these 
agreements is limited to U.S.$230,000,000 (Cdn $282,624,000 at 
December 31, 1982 exchange rate) and would only be incurred if 
repayments due under these credit facilities were not met. 
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Board of Directors 


G. K. BOUEY 


R. W. LAWSON 


J. CLARRY 
E. H. FINN 
J. H. FRASER 


S. KANEE 


A. A. LEBOUTHILLIER 
J. R. LONGSTAFFE 
J. S. PALMER 


M™E Y. LEFEBVRE-RICHARD 


J. A. STACK 


M. WOODWARD 


Ex-officio 


M. A. COHEN 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


TORONTO, ONT. 
OTTAWA, ONT. 
CHARLOTTETOWN, P.E.I. 


WINNIPEG, MAN. 
Member of the Executive Committee 


CARAQUET, N.B. 
VANCOUVER, B.C. 
CALGARY, ALTA. 


MONTREAL, QUE. 
Member of the Executive Committee 


SASKATOON, SASK. 
Member of the Executive Committee 


GOOSE BAY, NFLD. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Principal Officers 


G. K. BOUEY, Governor 
R. W. Lawson, Senior Deputy Governor 


*A. JUBINVILLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
J. W. Crow, Deputy Governor J. N. R. WILson, Adviser 
J. BUSSIERES, Adviser W. A. McKay, Adviser 
G. G. THIESSEN, Adviser S. VACHON, Adviser 
**J_ S. ROBERTS, Associate Adviser W. CHEVELDAYOFF, Associate Adviser 
J. CLEMENT, Associate Adviser T. E. NOEL, Secretary 


*On leave of absence with the Bank of Zaire under an IMF Technical Assistance Program 
**On leave of absence as Interim General Manager of the Canadian Payments Association 


Securities Department 
F. FAURE, Chief 
V. O'REGAN, Deputy Chief I. D. CLUNIE, Securities Adviser 
S. L. Harris, Securities Adviser N. CLOSE, Securities Adviser 
Research Department 


W.R. WHITE, Chief 
J.-P. AUBRY, Deputy Chief 


Department of Monetary and Financial Analysis 


C. FREEDMAN, Chief 
P. R. MAsson, Deputy Chief 


International Department 
W. E. ALEXANDER, Chief 
R. F. S. JARRETT, Chief, Foreign Exchange Operations K.J. CLINTON, Research Adviser 


Department of Banking Operations 
D. G. M. BENNETT, Chief 
A. St. Louis, Deputy Chief W.R. MELBOuRN, Deputy Chief 
B. May, Banking Operations Adviser E. W. CHINN, Banking Operations Adviser 
Public Debt Department 
J. M. ANDREWS, Chief 


e 
Ge 


Secretary’s Department 


T. E. NoEL, Secretary 
R. L. FLETT, Associate Secretary 
J. M. McCorMACck, Coordinator, Systems Planning H. A.D. Scott, Special Adviser 


Computer Services Department 


G. M. PIKE, Chief 
D. W. MACDONALD, Deputy Chief 


Personnel Department 
J. E. H. ConNDER, Chief 


Department of Premises Management 


R. H. OSBORNE, Chief 
K. W. KAINE, Deputy Chief 


Comptroller’s Department 


A. C. LAMB, Comptroller and Chief Accountant 
C. J. STEPHENSON, Deputy Comptroller 


Audit Department 


J. M. E. Morin, Auditor 
M. Muzyka, Deputy Auditor 
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Regional Representatives and Agencies 


Securities Department 


TORONTO 
MONTREAL 
VANCOUVER 
EDMONTON 


D. R. CAMERON, Chief, Toronto Division 
J. CLEMENT, Chief, Montreal Division 
E. F. TIMM, Representative 

A. G. KEITH, Representative 


International Department 


TORONTO 
MONTREAL 


D. R. STEPHENSON, Foreign Exchange Adviser 


G. Hoos, Foreign Exchange Representative 


Department of Banking Operations 


HALIFAX 
SAINT JOHN, N.B. 
MONTREAL 


OTTAWA 
TORONTO 


WINNIPEG 
REGINA 
CALGARY 
VANCOUVER 


R. E. BURGESS, Agent 

J. HUGHES, Agent 

. MARCOTTE, Agent 

. D. MCDONALD, Assistant Agent 
. H. SMITH, Agent 

R. TOUSAW, Agent 

. T. MCGILL, Deputy Agent 

P. DESAUTELS, Assistant Agent 
. H. PoTTER, Agent 

. L. PAGE, Agent 

E. A. ROBERTSON, Agent 

. G. WARNER, Agent 


eho eb evew cu. 
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They Hon. Marc Lalonde, P.C., 
Minister of Finance, 
OOte \eras Wi aie 


Dear Mr. Lalonde, 


In accordance with 
the provisions of the Bank of Canada Act 
| am transmitting herewith my report for 
the year 1983 and a statement of the 
Bank's accounts for this period, signed 
and certified in the manner prescribed in 


the by-laws of the Bank. 


Yours sincerely, 





Governor 
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General Observations 





Over the past year the economic 
situation in Canada has improved more than 
most observers would have dared to fore- 
cast. The level of total output appears to 
have recovered the substantial losses in the 
preceding recession and is moving into new 
high ground, although not all sectors of the 
economy have yet experienced this im- 
provement. Employment has grown strongly 
and the rate of unemployment, though still 
high, has come down. The underlying rate of 
inflation by any reasonable measure has 
declined sharply, and at the end of 1983 was 
lower than we have had in Canada for more 
than a decade. 

Most of this Report will be devoted to 
dealing in more detail with these and related 
developments in Canada during 1983 but 
first I want to look ahead. I think that every- 
body in Canada agrees that our country’s 
economic objective is sustained prosperity. 
Agreeing on the objective is not the prob- 
lem. The problem is how best to manage our 
affairs to achieve it; it is a problem of 
means, not of ends. What policies will maxi- 
mize the chances that Canada’s economic 
situation will continue to improve? In this 
section of my Annual Report I am going to 
talk about some of the important issues that 
relate to this question. 

We all know that we live in an inter- 
dependent economic world and that the 
Canadian economy is very sensitive to its 
external environment, especially to eco- 
nomic developments in the United States. In 


many important respects developments in 
the world economy over the past year have 
been favourable, and the present situation 
and prospects are much better than they 
were a year ago. Output in the industrial 
countries is rising, particularly in the United 
States but increasingly in Europe and Japan. 
The rate of inflation in most of the indus- 
trialized world is now relatively low and in 
many countries is still declining. These 
developments have been helpful to us in 
pursuing our economic objectives, and there 
seems a good chance that they will continue 
to be. But there are some economic prob- 
lems in the outside world that we should 
bear in mind in considering our own future. 

One problem is the international debt 
difficulties of many countries in the develop- 
ing world. This problem and the world’s 
response to it are described in a later section 
of this Report. The problem remains severe 
and will not be quickly resolved, but the co- 
operative and realistic way in which it is 
being grappled with provides a firm basis for 
optimism that it can in time be resolved. 
That resolution will require the cooperation 
of all participants, both borrowers and lend- 
ers, and Canada’s vital interest in a healthy 
international system of trade and payments 
means that our country must continue to 
play its part. Canadian banks are involved in 
this process and are playing a responsible 
and essential role. 

Another matter that must somehow 
be resolved if we are to see sustained and 





dynamic progress in the world economy is 
the unbalanced state of government finances 
in many of the major industrial countries. 
Because of the dominant role of the United 
States in the world economy the U.S. fiscal 
deficit is of particular importance and has 
attracted widespread concern. That the fis- 
cal deficit of the U.S. government is cur- 
rently much too large to be sustainable is 
widely agreed both within and outside the 
United States, but effective U.S. action has 
been prevented so far by the absence of suf- 
ficient internal agreement on how to deal 
with it, that is, to what extent to reduce ex- 
penditures and to what extent to raise taxes. 
Concerns about whether and when the U.S. 
fiscal deficit will be dealt with has for some 
time put upward pressure on market interest 
rates both in the United States and around 
the world. Levels of interest rates in the 
United States that are high relative to the 
rate of inflation have not prevented a strong 
recovery of output and employment in that 
country but there is a lot of concern about 
what will happen as economic growth in the 
United States continues. How will the rising 
financing requirements of the expanding pri- 
vate sector be accommodated on top of con- 
tinuing large financing requirements of the 
government? Will the competition for 
financing push U.S. interest rates even 
higher relative to the rate of inflation? I am 
confident that the United States will not 
make the mistake of trying to deal with the 
impact on its economy of an excessively 
large fiscal deficit by excessive monetary 
expansion but it is not at all clear what other 
consequences that deficit may have. Some 
of them may pose problems for Canada in 
the period ahead. 

While the Canadian economy is 
unavoidably exposed to what happens 
abroad, that circumstance should not lead us 
to underestimate the importance to our eco- 
nomic welfare of our own policies and prac- 
tices. Whether over time our economy 
performs better or worse than that of the 
United States or of our other trading part- 


ners depends largely upon Canada’s internal 
economic management, both public and pri- 
vate. The longer the time period that one has 
in mind the more is that the case. Whether 
the external environment is helpful or not 
we shall do much better in our pursuit of 
sustained economic prosperity if we keep 
our own house in order. 

What are the questions about our 
own house that should be concerning us? A 
full answer to that question would be rather 
long. Good performance of the economy, 
like good health in the human body, depends 
upon a lot of systems working well both sep- 
arately and together. But let me deal rather 
briefly with some aspects of the question. 

I shall start with Canada’s financial 
system. That system includes a large num- 
ber of financial institutions of many different 
types providing a wide range of financial 
services. It is a good system, well devel- 
oped, flexible and competitive, and quite 
capable of meeting Canada’s requirements 
for financial services. There are some inter- 
esting and important questions currently 
under discussion but they are mainly ques- 
tions about the suitability of the ground 
rules provided by legislation for the various 
classes of institutions in the system and I 
shall not go into those questions at this time. 
I want rather to concentrate on the role of 
monetary policy in the system because that 
is the direct responsibility of the Bank of 
Canada. 

Monetary policy has to do with the 
regulation of the rate of creation of money 
and money-like claims in the financial sys- 
tem or, more simply, with the rate of mone- 
tary expansion. The proper goal of monetary 
policy is to achieve that rate of monetary ex- 
pansion which best serves the needs of the 
economy, and that is a rate which does not 
give rise over time to tendencies towards 
either a decline in prices generally (defla- 
tion) or a rise in prices generally (inflation). 
The proper goal of monetary policy is thus 
monetary stability — stability in prices gen- 
erally and therefore in the value of money. 


In the light of recent experience it 
should hardly be necessary to argue the case 
that monetary stability will contribute more 
over time to good economic performance 
than any other monetary outcome. Does the 
heritage of problems left in the world by the 
widespread loss of monetary stability in the 
1970s not provide sufficiently convincing 
support of that proposition? The idea, once 
rather popular, that high employment and 
output could be more readily achieved and 
sustained by being relaxed about inflation 
has surely now been demonstrated to be 
clearly wrong. Inflation and unemployment 
are not alternatives between which we can 
choose. Inflationary policies lead to poor 
economic performance, including high un- 
employment. The road to good economic 
performance is via monetary stability. That 
is why the proper goal of monetary policy is 
monetary stability. 

In policy matters it is almost always 
much easier to describe the proper goal than 
it is to describe how that goal can best be 
pursued. That is certainly true of monetary 
policy. There has been and continues to be 
debate about the part that quantitative 
monetary targets should play as guides to 
monetary policy. This seems to me to be 
less a theoretical question than a practical 
one. Monetary targets that work well are 
useful, those that don’t aren’t. The fact that 
quantitative monetary targets may work well 
or badly in one country does not throw 
much light on how they will work in another 
country because each national financial sys- 
tem throws up different monetary aggre- 
gates. The difficult thing is to judge in 
advance in any country how well any partic- 
ular target will work. 

We in the Bank of Canada have had 
experience with quantitative monetary tar- 
gets. We were and still are well disposed to- 
wards them because of their potential help 
in guarding against cumulative errors in 
monetary policy. We gave up announcing 
targets for M1 (currency and chartered bank 
demand deposits) because we found that 


that aggregate ceased being a good guide to 
the rate of monetary expansion in Canada. 
The principal reason was that rapid innova- 
tion in the services provided by the banking 
system was leading businesses and persons 
to hold an increasing proportion of their 
transactions balances in forms other than 
demand deposits. 

We continue to explore other mone- 
tary aggregates and to study their perform- 
ance, but we have not yet found one that 
seems to us to be a sufficiently reliable indi- 
cator of monetary expansion in Canada to 
warrant its use as a formal target. We do 
however find that our study of the monetary 
aggregates throws light on their inter- 
relationship with economic developments 
and supplements our other analytic work in 
helping us to achieve a rate of monetary 
growth in Canada that is compatible with a 
movement over time towards price stability. 

Changes in the rate of monetary 
expansion are brought about by the Bank of 
Canada through its management of the 
reserves of the banking system. A greater or 
lesser readiness to provide reserves induces 
responses in the banking system that have 
the initial effect of putting downward or up- 
ward pressure on interest rates in the short- 
term money market. It is by influencing the 
path of short-term interest rates that mone- 
tary policy affects the economy. Whatever 
the policy framework of the central bank 
this is the system of linkages with which it 
operates. 

The operations of the Bank of Canada 
during 1983 were directed towards achieving 
short-term interest rate levels as low as were 
consistent with continued progress on infla- 
tion. The developments in the economy 
were such that progress on inflation was 
compatible with substantial stability in 
short-term market interest rates after a 
sharp decline that ended early in the year. 
This stability occurred while the economy 
itself was in major transition in various 
respects; it was in transition to the recovery 
phase of the business cycle following a 





sharp cyclical contraction in employment 
and output and it was in a longer-term tran- 
sition from high rates of price and cost infla- 
tion towards price and cost stability. The 
stability occurred with a mixture of very 
substantial public sector financing and un- 
usual weakness in the demand for credit by 
the private sector. These matters are dis- 
cussed further in later sections of this 
Report. 

Since broadly similar transitions were 
underway in the U.S. economy it is not sur- 
prising that the paths of market interest 
rates in the two economies were broadly 
similar. Despite the fact that the rate of 
inflation continued to be higher in Canada 
than the United States, market interest rates 
in Canada were not as high relative to those 
in the United States as they normally are, 
and this was due mainly to two interrelated 
reasons. The cyclical decline in economic 
activity had been greater here than in the 
United States, and, partly as a direct conse- 
quence, Canada’s balance in international 
trade was much stronger than it had earlier 
been. Our relatively strong trade balance 
was a positive factor in the foreign exchange 
market for the Canadian dollar and allowed 
the Canadian-U.S. exchange rate to remain 
stable despite the relatively low level of 
interest rates in Canada compared to those 
in the United States. 

In this context I would like to say 
something about the Bank of Canada’s inter- 
est in the foreign exchange rate. The Bank 
has not adopted the exchange rate for the 
U.S. dollar as some kind of a monetary tar- 
get. Its interest in that exchange rate is 
rather a by-product of its goal of following a 
policy that is compatible with a continuing 
decline in the rate of inflation in Canada. 
Our concern is that exchange rate move- 
ments not prevent the reduction of price and 
cost inflation in Canada. 

It is not possible to know in advance 
what paths for the Canadian exchange rate 
would be compatible with a return over time 
to price stability in Canada because the 
paths will depend in part on what happens 


outside Canada. One does however know 
that sharp downward movements of the 
exchange rate are inflationary. They are fol- 
lowed almost at once by increases in the 
Canadian prices of internationally traded 
goods, and these price increases fan out 
through the economy, their spread being 
accelerated by increased expectations of 
inflation and increased efforts of people to 
protect themselves. Policy ought therefore 
to provide resistance against sharp down- 
ward movements. This means that Canadian 
policy should not be diverted even tempo- 
rarily from the longer-term goal of price sta- 
bility to some shorter-term objective of, say, 
trying to stimulate exports or restrain 
imports by exchange depreciation in order 
to ease the immediate problems of one 
group or another in the economy. We have 
had a good deal of experience with exchange 
rate depreciation in recent years. The record 
indicates that the relief available to particu- 
lar groups would be of limited duration and 
the problems of the economy generally 
would be considerably increased. 

If it happens that sharp downward 
movements of the Canadian exchange rate 
are generated by events abroad, the success- 
ful pursuit in Canada of increasing price sta- 
bility requires that Canadian policy try to 
moderate the exchange rate movements and 
to offset their inflationary effects. That is 
the most constructive reaction possible. In 
its operations that is what the Bank of 
Canada has done. 

An inflationary impulse in Canada 
coming from any source, including a decline 
in the exchange rate, inevitably puts upward 
pressure on Canadian interest rates. If the 
Bank of Canada were to try to neutralize 
that pressure by monetary policy, that is, by 
accelerating the rate of monetary expansion, 
our action would quickly be recognized by 
financial markets as reinforcing rather than 
offsetting the initial impulse and the upward 
pressure on interest rates would be intensi- 
fied. The responses of the Bank of Canada 
to moderate but not to suppress the natural 
interactions of the exchange rate and 
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interest rates are part of its effort to encour- 
age the Canadian economy to move towards 
price stability with as low a level of interest 

rates as the circumstances permit. 


While a climate of monetary stability 
is the most effective contribution that mone- 
tary policy can make to nurturing the sus- 
tained expansion of employment and output 
in a market economy, how well the econ- 
omy performs in that environment is largely 
determined by the policies followed outside 
the monetary field. Good monetary policy 
does not ensure good economic perform- 
ance. What a country should do is look to its 
central bank to act in a way that creates and 
maintains over time a climate of monetary 
stability and then look to policies and prac- 
tices followed elsewhere in its economy to 
ensure that they are of the character that 
encourages employment and output in that 
climate. 

Many of these other policies and 
practices are important in determining the 
economic outcome. One of them is of course 
fiscal policy. Fiscal policy has to do with the 
structure and character of taxing and spend- 
ing by governments and with the balance 
between their revenues and expenditures. 
Virtually every aspect of fiscal policy has 
effects on the nature of employment and 
output in Canada, the effects varying enor- 
mously with the economic circumstances, 
the nature of government expenditures and 
the way of financing them. We have in 
Canada at present a federal fiscal deficit that 
poses some of the same problems as that in 
the United States, and here as there it will 
be necessary to deal effectively with that sit- 
uation over time if we are to achieve sus- 
tained economic prosperity. We in Canada 
also have the same problem as the United 
States does of deciding on the relative sizes 
of the public and the private sectors in the 
economy. 

Most of the employment and output 
in Canada is generated in the private sector 


of the economy. There will be little chance 
of sustaining economic prosperity in Canada 
unless the private sector is healthy and 
dynamic. That in turn depends more than 
anything else on the incentives for private 
sector activity being strong enough and of 
the right character to call forth constructive 
responses. Businessmen must see not only 
the prospect of a reasonable level of demand 
in the market but they must also see the pos- 
sibility of being able to organize production 
in a Way that will supply the market with a 
product that is of sufficiently high quality 
and sufficiently low cost to be competitive. 
The ability of national suppliers to be effi- 
cient enough to be competitive in both 
national and international markets is the key 
to sustained high employment and rising real 
incomes. Unless competitiveness in cost and 
quality is achieved and maintained the econ- 
omy will not work well. 

Achieving and maintaining such com- 
petitiveness takes a lot of doing by a lot of 
people. The role of the governmental 
authorities in this regard is mainly to 
achieve and maintain a climate in which 
competitiveness can flourish, and it is to the 
private sector that one looks, to business 
and labour, for the imagination and the 
energy to achieve efficient production of the 
right things at competitive costs. Keeping 
production efficient and competitive is a 
continual challenge because the economy is 
always in a state of flux; the demand is al- 
ways changing, technology is always chang- 
ing, the competition from other suppliers is 
always changing. This puts a high premium 
on economic flexibility, on the ability and 
willingness to change production practices 
and production costs quickly as circum- 
stances require. While efficiency and flexi- 
bility in production are primarily challenges 
for the private sector, both business and 
labour, they are so difficult to achieve that 
governments should take great care to do as 
much as they can to encourage them and as 
little as possible to discourage them. 


* * * 


As I have already indicated, the main 
contribution that monetary policy can make 
to good private sector performance is confi- 
dence in the future value of money. In our 
sophisticated market economies the role of 
money is very important. To the extent that 
there is uncertainty about its future value it 
cannot play its role as effectively. The effect 
in real terms of financial contracts, including 
wage contracts, becomes to that extent un- 
certain, and the ability of markets to con- 
tribute to the efficient allocation of 
resources and to efficient production is 
eroded. Many people have spent a lot of 
time and effort trying to devise index-related 
systems that will work as well as stable 
money but they have not succeeded. Noth- 
ing works better than stable money. 

The Canadian economy is still conva- 
lescing from the fever of inflation that 
gripped it in the 1970s. For most people it 
was a painful and even frightening experi- 
ence. The strong monetary medicine that it 
took to beat the fever was certainly unpleas- 
ant and not many people would want to go 
through that experience again. Various 
debilitating after-effects are still with us. 
Both individuals and businesses are still in 
the process of repairing financial positions 
weakened because of inflation. Interest rates 
are as high as they are largely because those 
who save seek insurance against a possible 
resurgence of inflation. Businesses remain 
cautious about new investments in plant and 
equipment because of the uncertainties in 
projecting costs and prices. The wage settle- 
ment process is bedevilled by the fear that a 
resurgence of inflation will shrink real 
incomes. 

We have now entered a year that may 
be critical in the struggle in Canada and 
abroad to return to stable money. To guard 
against another bout of inflation we should 
make sure that we recover fully from the last 
one. Our recovery from it has gone very 
well for more than a year but this is not the 
moment to risk a relapse. Complacency 
about our progress would risk actions that 
our improving, but still fragile, confidence in 
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the value of money cannot stand. The idea 
that it is good enough to have an inflation 
rate of 5 per cent and that we can now relax 
could easily have us worrying rather soon 
about an inflation rate much higher. Surely 
we have learned that if inflation is not 
resisted it inevitably worsens. 

A tendency in the past for financial 
policy to run risks on the side of expansion 
is what generated the inflation of the 1970s, 
and those risks were taken in well-inten- 
tioned attempts to achieve more rapid rates 
of growth in economic activity. It took 
rather a long time for the policy misjudge- 
ments to show because confidence in the 
future value of money died hard. People 
generally simply did not believe that infla- 
tion would go as far as it did. But that confi- 
dence was badly eroded and has not been by 
any means fully restored. The result is that 
our societies are much less resistant to 
accelerating inflation than they were. 

Appreciation of this vulnerability will 
help to save us from it. Central banks now 
know that financial markets will be very 
sensitive to evidences of a renewed out- 
break of inflation and that market interest 
rates will react strongly and quickly up- 
wards. The honeymoon would be short 
between any acceleration of the rate of mon- 
etary expansion in an effort to cause interest 
rates to fall and the strong reaction of finan- 
cial markets towards higher interest rates as 
soon as they sensed what was happening. 
The room for exploiting confidence in the 
value of money to stimulate economic 
growth by inflationary financial policy has 
largely disappeared. 

I believe that we have learned from 
our difficult experience and I observe a 
much more realistic approach in the country 
to economic issues. We have made substan- 
tial progress in the last year and we now 
have a better economic base from which to 
move forward than we have had for a long 
time. 


SSS sl sess snares 


I wish to record the retirement on 
February 29, 1984 of Mr. R. William 
Lawson as Senior Deputy Governor of the 
Bank and the appointment of Mr. John W. 
Crow to succeed him. 

The responsibility of the Senior Dep- 
uty Governor was described in a submission 
to the Royal Commission on Management 
and Accountability in the following terms: 


The degree of responsibility which 
rests on the Senior Deputy Governor is 
not very different from that of the 
Governor. The Senior Deputy Gover- 
nor has all the powers of the Governor 
in the absence of the latter. Moreover, 
he is the only director who has ready 
access to the same information avail- 
able inside the Bank as the Governor 
and who participates in the day-to-day 
decisions regarding the operations of 
the Bank. This means that the Senior 
Deputy Governor can be supposed to 
feel virtually as much responsibility for 
the conduct of the Bank as the Gover- 
nor, and he is well placed to act as a 
check on the Governor if he thinks it R. William Lawson 
necessary. The efficient management 

of the Bank thus requires a very close 

partnership between the two. 





Mr. Lawson has made an outstanding 
contribution to the affairs of the Bank over a 
career that stretches back to August 1940. In 
the period since March 1, 1973, the date he 
was appointed Senior Deputy Governor, we 
have worked together very closely and I 
would like to take this opportunity to 
express my personal appreciation for his 
support and cooperation. 
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Economic Activity and Inflation 


a 


In an environment of rapidly deceler- 
ating inflation there was a significant recov- 
ery of spending and associated increases in 
output and employment in Canada during 
1983. Nevertheless, at year-end the unem- 
ployment rate remained high, not all regions 
and industries had experienced a strong 
recovery, and the domestic rate of inflation 
was still greater than that in many of 
Canada’s principal trading partners. 
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Inflation and Recession 
As the 1970s ended, inflation was 

accelerating rapidly in many industrial 
countries in the context of very high rates of 
growth in spending and sharp increases in 
world oil prices. Economic policies in 
almost every country became focused on re- 
ducing price and cost increases, and in most 
cases there were indications of improving in- 
flationary trends from late 1980 onwards. In 
Canada, however, this reaction was slower 
than elsewhere. With expectations of contin- 
uing inflation still strong, there was a surge 
in borrowing as businesses and individuals 
sought to purchase real assets. The rise in 
total spending accelerated to over a 15 per 
cent annual rate of growth between mid- 
1980 and mid-1981. Cost and price inflation 
rose significantly in this speculative environ- 
ment, reinforcing for a time the view that the 
trend of inflation would continue to rise in 
spite of policies designed to reduce it. 

The recession, which affected all the 
major industrial countries from mid-1981 to 
the end of 1982, was particularly severe in 
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Canada. As export sales declined and pro- 
duction levels fell, consumers became much 
more uncertain about both their personal 
economic prospects and the outlook for 
inflation. This shift in mood, allied with the 
eventual recognition that personal balance 
sheets had been over-extended, led to an un- 
precedented reduction in consumer spend- 
ing and an associated fall in business reve- 
nues. Businesses in turn, faced with major 
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cost increases arising from earlier contrac- 
tual agreements and strong resistance to 
wage concessions, cut back both output and 
employment in an effort to reduce invento- 
ries and minimize corporate losses. As a 
consequence of these efforts, price increases 
did begin to slow late in 1981, though it was 
not until the second quarter of 1982 that a 
similar trend was clearly established for new 
wage settlements. 


Economic Activity in the Recovery 

As inflation decelerated and interest 
rates began to fall, spending began to revive 
in both Canada and the United States. The 
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six-quarter decline in economic activity in 
Canada finally ended during the last quarter 
of 1982 and since then output has risen 
steadily back to about the level prevailing 
prior to the recession. In this environment 
the unemployment rate also fell substan- 
tially, although the year-end level of around 
11 per cent remained well above the 7% per 
cent rate that prevailed just before the eco- 
nomic downturn. 

The expenditure patterns so far dur- 
ing the upturn have been broadly typical of 
earlier cycles in Canada. The recovery was 
initiated late in 1982 by increased spending 
on consumer durables and housing, and this 
was followed in turn by a trend towards 
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Volume of Trade Flows 
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Current Account of the Balance of Payments 
Seasonally adjusted at annual rates — Billions of dollars 


20 






Merchandise trade balance 












Current account balance 


1980 1981 1982 1983 


inventory accumulation as the upturn in 
sales began to look more lasting. Increases 
in the volume of exports to the expanding 
U.S. economy also provided an important 
source of strength throughout 1983. Import 
volumes also recovered quickly in response 
to the rise in domestic spending. 

The pace of the recovery in economic 
activity to date has also been typical of 
earlier cyclical upturns, with particularly 
rapid growth in the early quarters being fol- 
lowed by slower growth more recently. 
Although the recent recession was much 
deeper than earlier ones, the recovery of 
consumer and business spending appears to 


have been restrained both by continued un- 
certainty about the future and the legacy of 
debt incurred during the last period of infla- 
tion. Business fixed investment has contin- 
ued to decline through the recovery to date 
although that part of investment directed to 
machinery and equipment has increased 
substantially and somewhat earlier than 
would normally be expected. 

The recovery in economic activity 
has not been uniform across industries or 
provinces. Goods-producing industries in 
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central Canada have benefited particularly 
from the expanding demand, after an espe- 
cially pronounced contraction during the 
recession. Among those industries, the most 
favoured sectors have been those affected 
by the strong upturn in North American 
auto sales and housing starts. Provinces 
other than Ontario and Quebec have thus far 
been relatively less affected. The particu- 
larly weak performance of Alberta and 
British Columbia reflects continuing low 
prices for resource-based products following 
after a long period of high prices and very 
strong economic expansion. 

The overall rate of employment 
growth generated by the upturn in produc- 
tion has been relatively strong by postwar 
standards, although thus far only about two 
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Cyclical Comparisons 
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thirds of the jobs lost earlier have been 
regained. For the young, this proportion has 
been very much lower, with the result that 
youth unemployment still remains above 
18% per cent compared to a rate for the 
labour force as a whole that is currently 
around 11 per cent. There has also been an 
increased reliance of businesses on part-time 
workers, a development which may have 
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been encouraged by cost factors as well as 
the uncertainty about future prospects re- 
ferred to above. The behaviour of the labour 
force participation rate has also been some- 
what unusual recently — first rising as js 
normal in the upswing as workers were 
encouraged to enter or reenter the job 
market, but then falling back over the last 
few months. 

In concert with the increased demand 
for labour has come a significant increase in 
output per employed worker over the last 
year or so. Indeed, this measure of produc- 
tivity began to rise before the trough in out- 
put was reached, perhaps indicating that 
major improvements to production 
procedures were induced by the severity of 
the recession. 


Inflation and Recovery 

The reduction in inflation which 
began during the recession became much 
more noticeable and pervasive during 1983. 
At the end of the year the Consumer Price 
Index was 4% per cent above its level of a 
year earlier, little more than half the rate of 
increase during 1982 and the lowest since 
mid-1972. The Industry Selling Price Index 
rose by less than 3'4 per cent over the same 
period, while the prices of most industrial 
raw materials fell back in the second half of 
1983 from the peaks reached earlier in the 
year. Most prices followed this pattern of 
deceleration, though some differences per- 
sisted. In particular, the rate of increase of 
prices strongly influenced by regulation (or 
indirect taxes) remained above the rest of 
the Consumer Price Index, while price 
increases for goods traded in international 
markets dropped to very low levels under 
the influence of improving trends in inflation 
in the United States and elsewhere. 

The most important factor underlying 
the improvement in Canadian inflation has 
been a slowing in the rate of increase of do- 
mestic production costs. Of particular signif- 
icance was the deceleration of nominal wage 
increases in 1983 in response to competitive 
pressures in labour markets and various 
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government restraint programs. The annual 
rate of increase of average earnings declined 
from around 11 per cent during 1982 to 
about 5 per cent during 1983, while new 
wage settlements in the unionized sector 
stabilized around the 5 to 6 per cent level es- 
tablished near the beginning of the year. In 
conjunction with higher levels of productiv- 
ity, these developments led to a substantial 
slowing in the rate of growth of unit labour 
costs during the year. 

These improving circumstances have 
left Canada at the beginning of 1984 with a 
much lower rate of inflation than for many 
years. It is still, however, a rate well above 
price stability. Furthermore, while Canadian 
inflation performance has recently improved 
more than that of our main trading partners, 
the gap that opened up earlier has not yet 
been fully closed. 


Interest Rates, Credit Demands and the Monetary Aggregates — 


Interest rates in Canada were signifi- 
cantly lower and much more stable during 
1983 than in the previous few years. The 
various demands for money and credit asso- 
ciated with these interest rates were how- 
ever of an unusually disparate character. 
The credit demands of governments contin- 
ued to grow rapidly whereas those of the 
household sector increased only moderately 
after a year or so of no growth and there was 
no significant recovery from the slightly 
declining trend of credit demand by the busi- 
ness sector that had begun late in 1982. 
These credit developments also influenced 
the movements of the broadly defined mone- 
tary aggregates over the past year, contrib- 
uting to their slow growth, while at the same 
time the narrowly defined monetary aggre- 
gates expanded more quickly. 


Interest Rates and the Exchange Rate 
During 1983 the stability of short- 
term interest rates in both Canada and the 
United States was in sharp contrast with the 
extraordinary volatility that they had shown 
in the three preceding years. While the trend 
of short-term rates in Canada was virtually 
flat from early in the year, that in the United 
States was gently rising. As a result of these 
slightly divergent trends, the decline in the 
differential between short-term interest rates 
in the two countries that had commenced in 
the summer of 1982 continued until mid- 
1983. Since that time the differential has 
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been very small, being negative on average 
in the remainder of the year and slightly pos- 
itive in the early weeks of 1984. 

Long-term market interest rates in 
Canada were also relatively stable in 1983 at 
a level below that of the two preceding 
years. In the United States long-term rates 
were similarly more stable but with a 
slightly rising trend. As a consequence the 
difference in long-term market rates (as 
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measured by government bond yields) be- 
tween the two countries narrowed from 
around 1% percentage points at the begin- 
ning of the year to an unusually low level of 
less than ¥% of a percentage point at year- 
end and into early 1984. For a range of 
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short- to medium-term government bond 
yields the differential was negative for the 
latter months of 1983 and into 1984. 

The upward trend of market interest 
rates in the United States during 1983 
appeared mainly to reflect recurring con- 
cerns in that country that the large size of 
the fiscal deficit and the momentum of the 
recovery in economic activity might over 
time generate continuing upward pressures 
on interest rates. 

In spite of the rising trend of market 
interest rates in the United States relative to 
those in Canada, the foreign exchange value 
of the Canadian dollar fluctuated in a very 
narrow range around 81 U.S. cents until late 
in 1983. Since the U.S. dollar was appreciat- 
ing strongly against major overseas curren- 
cies, the Canadian dollar followed the same 
trend. The stability of the Canadian dollar in 
terms of U.S. currency was due in large part 
to the recession in Canada having been more 
severe than that in the United States, con- 
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tributing to a substantially more rapid 
decline in inflation rates here and to a very 
large surplus in Canada’s merchandise trade 
position. As the end of the year approached 
expectations of a narrowing Canadian trade 
surplus and the possibility that the upward 
trend of U.S. interest rates would persist led 
to some downward pressure on the 
exchange rate. 

There were declines in most adminis- 
tered borrowing and lending rates in 1983. 
The prime lending rate at chartered banks 
fell by 1% percentage points early in 1983 in 
response to earlier declines in short-term 
market rates. With active competition 
among financial institutions in the consumer 
loan business, the interest rates charged on 
such loans fell by 3 percentage points during 
the year to levels as low as they have been 
at any time in the last 25 years. Mortgage 
lending rates were influenced by the strong 
preferences exhibited by savers for floating 
rate and short-term deposits because of their 
uncertainty about future inflation and inter- 
est rate movements. The rates on these 
deposits declined further than those on 
longer-term personal deposits, and, because 
of the use of these deposits to fund mortgage 
loans with similar terms to maturity, rates 
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on shorter-term mortgage loans also fell to 
levels well below those on 5-year mortgages 
for the first time in some years. 


The Credit Aggregates 

The series of credit aggregates in the 
chart on page 22 show strongly disparate 
movements, both over the last four years 
and with respect to each other. 
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During the earlier part of the period, 
businesses and households borrowed very 
large amounts to finance activities such as 
corporate takeovers and real estate acquisi- 
tions on the firmly held view that strong up- 
ward price movements would certainly con- 
tinue and could accelerate. With the decline 
in the rate of inflation these expectations 
have turned out to be wrong and vigorous 
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efforts have taken place over the past two 
years to reduce debt burdens. Households 
have made efforts to pay down existing 
mortgage indebtedness whenever possible 
and to minimize new loans by making larger 
downpayments on purchases of houses and 
durable consumer goods. These actions 
were especially noticeable in 1982 but also 
continued in 1983. Thus household credit 
demand showed only moderate growth in 
the past year despite a strong resurgence of 
consumer spending on houses, cars and 
other consumer goods. Corporations took 
advantage of some improvement in profits in 
1983 as the economy began to recover to re- 
duce their indebtedness, and also sought to 
strengthen their balance sheet positions fur- 
ther by using the proceeds of new issues of 
equity capital and long-term bonds to pay 
down short-term bank loans. As a result 
business borrowing from the banks declined 
appreciably until late in the year, and total 
credit outstanding to business borrowers did 
not change much. 

The rate of growth in credit demands 
by the public sector, which had been less 
than that of the private sector in the first half 
of the 1980-83 period shown on the chart, 
has accelerated in the past two years. In 
1983 the amount of credit outstanding to the 
public sector increased at a 17 per cent rate. 
While there was some decline in the com- 
bined total of new borrowing by provinces 
and municipalities in the past year, that of 
the federal Government continued to rise. 


The Monetary Aggregates 

A series of monetary aggregates and, 
for comparison purposes, total spending in 
the economy (GNE) are shown in the chart 
on page 23. Here too there are quite dispar- 
ate movements of the series over time and 
relative to each other. 


24 


The monetary aggregates that are nar- 
rowly defined to include mainly money bal- 
ances used in making payments (Mi and 
M1A) are much more sensitive to interest 
rate movements than are other financial 
aggregates. As a consequence of the sub- 
stantial decline in interest rates up to early 
1983, there was for a time a sharp accelera- 
tion in the growth of these aggregates. How- 
ever, in the second half of the year this 
effect tapered off. The movement of both 
narrow aggregates was also affected by the 
spread in 1983 of the financial innovations 
described in last year’s Annual Report. 
There have been further shifts of funds into 
the new forms of deposits that pay interest 
on balances held for chequing purposes, and 
the M1A aggregate, which was defined to 
encompass these new deposits, has grown 
more rapidly than M1 through the year. 

Although the broader monetary 
aggregates include the balances that make 
up the narrow aggregates, the savings and 
term deposits added are by far the most 
important component. These latter deposits 
are the main counterparts of the lending and 
investing activities of the chartered banks 
and other financial institutions. The move- 
ments of the larger aggregates therefore typ- 
ically reflect the trend and pattern of private 
sector borrowing. As has been noted earlier, 
private sector borrowing from banks grew 
very strongly in 1980 and 1981 and since 
then has grown little, and this is the main 
reason for slow growth in both 1982 and 
1983 of the larger monetary aggregates. 
Much the strongest demand for credit in the 
last two years has come from governments, 
and their needs have been largely met 
through the sales of treasury bills, market 
bonds and Canada Savings Bonds directly 
to investors other than deposit-taking 
institutions. 


International Financial Problems 
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Developments in international finan- 
cial markets were dominated by the after- 
math of the financial difficulties which 
struck many of the larger developing 
countries in the summer of 1982. The threat 
to confidence in the international banking 
system posed by these difficulties in 1982 
was eased in 1983 by progress in grappling 
with them. Particularly constructive was the 
gradual evolution towards a consistent, 
longer-term approach which has been gener- 
ally accepted by the various participants 
involved. In addition there was an improve- 
ment in the international economic environ- 
ment, and a significant strengthening of the 
financial resources of the International 
Monetary Fund. This section reviews these 
developments. 

In retrospect, it is clear that the 
prompt international response to the foreign 
exchange and liquidity crisis in Mexico in 
the summer of 1982 provided the basis for 
the present framework of arrangements for 
dealing with debtor countries. At the time, 
however, this was not evident. The Mexican 
situation triggered a reassessment of other 
countries, particularly in Latin America. 
These countries were quickly affected as the 
international commercial banks, which had 
been keen lenders, began to focus on the 
total amounts these countries owed and 
their diminished prospects for servicing the 


debts. There was an abrupt decline in the 
availability of bank credits to a large number 
of countries, and it became temporarily 
impossible for many of them to keep interest 
payments current and to roll over existing 
debt as it matured. There was some risk that 
the payments problems of the debtor coun- 
tries would feed back on the lending banks 
as depositors might reassess the wisdom of 
holding deposits in those banks. 

A large scale and rapid response was 
required to arrest the spreading crisis. Res- 
cue packages that combined funds raised 
from the banks, the International Monetary 
Fund, and (in some cases) governments of 
the industrial countries were put in place for 
one country after another. In five instances 
~— Mexico, Brazil, Argentina, Hungary and 
Yugoslavia — interim bridge financing was 
arranged by central banks through the Bank 
for International Settlements. With the con- 
currence of the Minister of Finance, the 
Bank of Canada acted for Canada, partici- 
pating to the extent of U.S.$150 million in 
the line of credit of U.S.$1,850 million to 
Mexico, U.S.$80 million in the U.s.$1,450 
million facility to Brazil, and U.s.$10 million 
in each of the U.S.$500 million facilities to 
Argentina and Yugoslavia. Of the total 
U.S.$4.6 billion provided through or in paral- 
lel with the BIS, Canada’s share was 
U.S.$250 million. 
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To a large extent the willingness to 
provide essential funds was due to the deci- 
sive actions taken by the International Mon- 
etary Fund. Though its own resources were 
limited the IMF was in a position to negotiate 
adjustment programs with the debtor 
countries, and it was able to calm fears in 
the banking community, to ensure the banks’ 
participation in the rescue efforts, and to 
provide a basis for official assistance. 

By the spring of 1983 the crisis 
atmosphere had begun to subside. No fur- 
ther bridge loans were arranged through the 
BIS and by year-end all drawings on the out- 
standing bridge loans had been repaid. At 
the same time a calmer approach to the 
problem has developed as the major partici- 
pants have come to recognize that their 
particular interests are best served by co- 
ordinated and cooperative actions. As the 
crisis atmosphere eased, the international 
community began to realize that the finan- 
cial problems of the debtor countries were 
likely to persist for some time and that quick 
global solutions were unrealistic. There is 
widespread agreement that the most practi- 
cal approach is to provide a package of eco- 
nomic adjustment and financing tailored to 
the particular needs and possibilities of the 
individual countries, with the burden of fi- 
nancing to be shared by all the creditors. 
The role of coordinator has fallen naturally 
to the IMF. 

Debtor countries will have to imple- 
ment a program of economic adjustment that 
will strengthen their international payments 
sufficiently to enable them to service their 
international debt. The adjustments will be 
much more manageable if they occur within 
a context of expanding world trade. During 
the adjustment period a continuing flow of 
financing will be required. The magnitude of 
the financing need means that all major 
creditors — the IMF and other international 
institutions, the banks and official creditors 
— will have to remain involved for an 
extended period of time. 

Progress was made in 1983 in a much 
improved international economic environ- 
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ment. Interest rates remained relatively 
stable following the large drop in the second 
half of 1982, oil prices stabilized following a 
decline early in the year, and there was a 
moderate increase in other commodity 
prices from the historically low levels 
reached in 1982. The recovery in North 
America continued at a robust pace, and 
appears now to be spreading to other 
industrial countries. 

Against the improved economic back- 
ground, the principal debtor countries made 
further progress on the difficult task of 
adjustment. Their current account deficits, 
which were in aggregate sharply reduced in 
1982, were further reduced in 1983, though 
largely as a result of constraints on imports. 
Comprehensive adjustment packages, 
largely designed and implemented with the 
support and encouragement of the IMF, are 
now in place in a wide range of countries. 
Adherence to these programs will greatly 
increase the prospects of the debtor 
countries for a return to sustained growth. 

IMF involvement has been a great 
help to debtor countries in obtaining a con- 
tinued flow of new financing. In most 


Non-Oil Developing Countries*: 


Trade and Current Account Balances 
Billions of U.S. dollars 








(Zo 

VA | 

20 | 

Y, | 

pera 

ieee | 

t | 

40 ' 
60 
80 

Trade balance 
Current account balance 

100 


ISZ9 1980 198] 1982 1983 


Source: OECD 
*Excludes members of OPEC but includes Mexico and 
other oil-exporting countries 





Non-Oil Developing Countries*: 
Net New Borrowing from Banks 
50 Billions of U.S. dollars 





Temes) 80 8| 82 83 


Source: BIS 
*Excludes members of Opec but includes Mexico and 
other oil-exporting countries 


instances the commercial banks continued 
to regard the presence of the IMF as the quid 
pro quo for their continued participation. 
The largest share of the financing provided 
in 1983 came from the commercial banks, 
which responded with a combination of 
trade credits, rescheduling of maturing 
loans, and new medium-term credits. The 
larger Canadian banks, as major participants 
in international financial markets, have been 
actively involved. Aggregate figures for the 
international banking system for the entire 
year are not yet available, but they will 
probably show an increase of $12-$18 billion 
in bank lending to the non-oil developing 
countries. While increases in lending of this 
magnitude are small by comparison with the 
years immediately preceding the debt crisis, 
they have been difficult for the banks in the 
circumstances. Fortunately for all con- 
cerned, the international banks, including 


the Canadian banks, have recognized that 
the value of their claims on debtor countries 
is best protected through their continued 
involvement. Their participation has made 
and is making a contribution that is essential 
to the ultimate successful resolution of the 
international debt problem. 

The governments of the industrial 
countries also continued to play an active 
role in providing additional financing to the 
debtor countries during 1983, rescheduling 
maturing public sector debts, and on a more 
limited basis providing new credits to the 
debtor countries, usually in the form of 
export credits. Canada has participated in 
various rescheduling arrangements; it guar- 
anteed special export credits for Yugoslavia 
and Mexico; and it has agreed to participate 
in a multilateral initiative to provide trade 
financing for Brazil. 

Important measures were taken 
during 1983 to strengthen the financial re- 
sources of the IMF. An increase of 47.5 per 
cent in the overall quotas of member 
countries that was negotiated early in the 
year was ratified by most member countries 
by December. Fund quotas now amount to 
SDR90 billion. An increase in the General 
Arrangements to Borrow (GAB), under 
which the major industrial countries agree to 
provide funds to supplement the IMF’s ordi- 
nary resources, was also ratified, bringing it 
and associated arrangements to about 
SDR19.5 billion. The GAB was also amended 
to broaden somewhat the circumstances in 
which drawings on it are available. Finally 
the IMF has recently negotiated a medium- 
term standby credit facility for SDR3.0 billion 
with the BIS and the central banks or govern- 
ments of most of the major industrial 
countries. Acting for Canada, the Bank of 
Canada has agreed to a share of SDR180 
million. The SDR3.0 billion facility matches 
one provided by Saudi Arabia. 
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Developments in the Canadian Payments System 


The Canadian Payments Association 
was created by an Act of Parliament pro- 
claimed in December 1980. The objects of 
the Association are ‘‘to establish and oper- 
ate a national clearings and settlement 
system and to plan the evolution of the pay- 
ments system’’. The Act requires the Bank 
of Canada to appoint an officer of the Bank 
to be a Director and the Chairman of the 
Board of the Association and another officer 
of the Bank to be his alternate as Director 
and Chairman. 

The first task of the Association was 
to bring non-bank deposit-taking institutions 
into partnership with the chartered banks in 
the management of the national system for 
clearing and settling cheques and other 
means of payment. Early in 1983, once the 
necessary by-laws had received Cabinet 
approval, the Association assumed responsi- 
bility for operation of the system. Before 
that time the Canadian chartered banks ex- 
changed their customers’ cheques and other 
payments items directly among themselves 
and settled the balances daily through their 
accounts at the Bank of Canada. Any other 
institution that accepted chequable deposits 
was effectively required to use the services 
of one of the chartered banks as its agent in 
clearing its customers’ cheques through the 
system. 


Membership in the Association has 
now grown to 127 institutions which to- 
gether account for most of the payments 
services offered to the Canadian public. 
Besides the Bank of Canada, it comprises 
12 Canadian-owned chartered banks and 
59 recently chartered foreign-owned banks, 
25 centrals and federations of cooperative 
credit institutions and 30 trust and mortgage 
loan companies and other deposit-taking 
institutions. 

In order to be eligible to represent 
itself directly in the clearing and settlement 
process rather than employ an agent, an 
Association member must account for at 
least one half of one per cent of the national 
total of cheques, money orders and other 
forms of payment exchanged in Canada. 
Taken together, the eligible institutions, 
including the Bank of Canada, account for 
more than 96 per cent of this total which 
amounts to 1% billion items a year. During 
the past year several of the eligible non-bank 
members have begun to clear and settle on 
their own behalf: Montreal City and District 
Savings Bank, Canada Trustco Mortgage 
Company, La Caisse centrale Desjardins du 
Québec and the Canadian Co-operative 
Credit Society Limited. The last two institu- 
tions represent their respective regional cen- 
trals in the clearings and thus well over 
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3,000 individual credit unions and caisses 
populaires. It is expected that during the 
coming year some of the other eligible non- 
bank members will complete the necessary 
preparations to participate directly in the 
clearing system. 

Although the remaining member insti- 
tutions will continue to clear through other 
members, their choice of clearing agents has 
been widened and they share in the manage- 
ment of the clearing system through their 
membership in the Canadian Payments 
Association. 

For the Bank of Canada, in its role as 
provider of the final means of settlement 
between participants in the clearing system, 
the recent changes have involved the estab- 
lishment of a direct relationship with an ad- 
ditional number of important deposit-taking 
institutions. Non-bank institutions partici- 
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pating directly in the clearing and settlement 
process have opened settlement accounts at 
the Bank of Canada through which their 
daily clearing gains and losses vis-a-vis the 
other participants are settled. Each has been 
granted, on essentially the same basis as a 
chartered bank, a line of credit under which 
an unforeseen overdraft on its settlement 
account may be met by a temporary ad- 
vance from the central bank (see Appendix 
Tables II and III). This direct access to cen- 
tral bank credit, though not frequently used, 
provides a useful additional source of liquid- 
ity to bank and non-bank institutions alike. 

The first objective of the Canadian 
Payments Association Act has now been 
achieved. The Association is now working 
on the second phase of its mandate, namely, 
planning the future development of the 
national payments system. 


Debt Management and Foreign Exchange Operations 


Debt Management 

1983 was an exceptionally active year 
for the Government of Canada’s debt man- 
agement operations, an area in which the 
Bank of Canada is involved as fiscal agent 
for the Government. The domestic borrow- 
ing program of the Government, in addition 
to refinancing the debt which came due in 
1983, raised close to $27 billion over the 
year. This was approximately 50 per cent 
higher than the amount raised in 1982 and 
more than double the amount in 1981. 
Extensive use was made during the year of 
each of the main borrowing avenues of Gov- 
ernment. Sizeable additions were made to 
the amount of treasury bills offered at 
tender, the frequency of new marketable 
bond issues was accelerated and a very large 
Canada Savings Bond sales campaign was 
conducted in the fall. Almost half of the in- 
crease during the year in the Government’s 
domestic debt outstanding was accounted 
for by treasury bills, somewhat more than 
one quarter by marketable bonds and just 
under one quarter by Canada Savings 
Bonds. 


Over $13 billion was raised during the 
year through an increase in the supply of 
treasury bills. Additions to the amount of 
bills outstanding were made at the regular 
weekly tenders throughout most of 1983, the 
major exception being towards the end of 
the year when Government cash balances 
were at relatively high levels in the after- 
math of the fall Canada Savings Bond cam- 
paign. The increases in the supply of bills 
were particularly large from March through 
October, averaging around $1.5 billion per 
month. During this period both the char- 
tered banks and other institutional investors 
added significantly to their treasury bill 
holdings. The major portion of funds raised 
through the treasury bill issues in 1983 con- 
tinued to be for 3-month and 6-month terms 
although 1-year bills accounted for an 
increasing share, reaching close to 20 per 
cent. In mid-June the offerings of 1-year 
bills at tender were rescheduled from every 
4 weeks to every 2 weeks. This fostered the 
enlarged role of the 1-year bill and added 
more flexibility to the overall treasury bill 
program. In late October the Government 
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issued $500 million of 21-day bills to supple- 
ment its cash balances over early November 
when interest payments and outflows for 
maturing Canada Savings Bonds were ex- 
pected to exceed temporarily the sales re- 
ceipts from the new Savings Bond issue. 

Offerings of new Government mar- 
ketable bonds provided for the refunding of 
about $5 billion of bonds that matured 
during 1983 and, as well, raised close to 
$7'% billion over the year. Marketable bond 
financings were undertaken on 16 occasions, 
an increase from 12 in 1982 and double the 
number of 1981. Details of the 1983 program 
are provided in Appendix Table V. The new 
issues were spread rather evenly over ma- 
turities ranging from 2 years to 22 years, re- 
sulting in virtually no change in the average 
term to maturity of just over 8 years for total 
Government marketable bonds outstanding. 
The new issue market for bonds with terms 
of around 10 years continued to expand in 
response to regular offerings by the Govern- 
ment and increased investor interest in this 
maturity. Issues with terms of 9-10 years ac- 
counted for 38 per cent of marketable bond 
financing in 1983 in comparison with about 
25 per cent the previous year and only lim- 
ited new offerings prior to 1982. 

A new development which promoted 
expanded sales of short-term Government 
bonds was the introduction in May of an 
auction of 2-year bonds. This was repeated 
in August and November to establish a 
quarterly pattern for the operation. At these 
auctions the investment dealers and banks 
who are primary distributors of Government 
marketable bonds bid for bonds for re-offer- 
ing to investors rather than receiving allot- 
ments as they do with conventional new 
issues of Government marketable bonds. By 
the end of 1983 $950 million of 2-year bonds 
had been issued through the three auctions. 

From time to time during the year the 
Bank of Canada engaged in market transac- 
tions involving purchases of Government 
marketable bonds maturing in 1983 and the 
first half of 1984 against sales from its port- 
folio, primarily of 5- and 10-year bonds but 
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also of shorter and longer issues. Totalling 
around $700 million, these transactions 
increased the Bank’s holdings of maturing 
issues and gave it more flexibility in refund- 
ing exercises. The transactions included pur- 
chases of the issue of $2 billion maturing on 
September | — the last issue outstanding 
from the conversion loan exercise of 1958. 
Appendix Table IV presents the Bank of 
Canada’s bond transactions, on a net basis, 
and by term category, over the year. 

Canada Savings Bond sales generated 
around $6'% billion in 1983 net of redemp- 
tions during the course of the year and 
almost $2 billion of bonds that matured on 
November |. Terms for the 1983-84 Savings 
Bond series (S38) were announced on 
October 6. The interest rate of the new issue 
was Set at 9% per cent for the first year be- 
ginning November 1, 1983 and at a minimum 
of 7 per cent for the remaining 6 years to 
maturity. (An increase in the rate for the 
1982-83 series to 9% per cent from 8% per 
cent was also announced for the year begin- 
ning November. A higher rate of 10% per 
cent was already in effect as a minimum rate 
for the year for all other outstanding series.) 
The new issue was well received by the pub- 
lic. From the start of the sales period on 
October 24 until the issue was removed from 
sale on November 8, investors purchased 
over $11 billion of the bonds. This was the 
third successive annual campaign with gross 
sales in excess of $11 billion. Unlike the pre- 
vious two years when downward pressure 
on the interest rate structure was evident in 
advance of and during the sales campaign, 
the 1983 results were obtained in a relatively 
stable interest rate environment. 

As aresult of the overall borrowing 
program in 1983, the portion of outstanding 
Government domestic debt represented by 
treasury bills increased to 29 per cent from 
24 per cent at the end of 1982, while market- 
able bonds declined over the year to 41 per 
cent from 44% per cent and Canada Savings 
Bonds to 30 per cent from around 31% per 
cent. As indicated in the accompanying 
table, about three quarters of the increase in 
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total debt during the year was absorbed by 
additions to the holdings of the general 
public. 

In addition to its role in domestic 
financing operations, the Bank also assisted 
the Government in its foreign financing ac- 
tivities during the year. A net reduction in 
the Goverment’s foreign debt outstanding 
occurred in 1983 as three borrowings that 
had been arranged in 1978 came due and 
only one new financing was undertaken. The 
maturities included U.s.$250 million in April 
and U.S.$400 million in October of bonds 
that had been issued in the U.S. market and 
in May DM600 million (U.s.$242 million) in 


notes that had been placed in the German 
market. The new financing in foreign 
markets was a U.S.$500 million issue of 

10% per cent 5-year notes in the Eurobond 
market in October. A ‘‘shelf registration’’ 
statement covering U.S.$500 million of bonds 
was also filed with the United States Securi- 
ties and Exchange Commission in October 
but no borrowings have yet been made un- 
der this provision. The shelf registration en- 
ables the Government of Canada to react 
more quickly to financing opportunities in 
the U.S. market should it wish to borrow 
there. 

In June changes were made to the 
existing agreement for a U.S.$3.5 billion 
revolving standby credit facility provided to 
Government by participating Canadian 
banks. The term of the facility was extended 
by two years to June 29, 1991, and the 
period during which drawings may be made 
by Government at /% of 1 per cent over the 
London Interbank Offering Rate (LIBOR) 
rather than ¥% of 1 per cent was extended by 
two years to June 29, 1985. 


Foreign Exchange Operations 

Official foreign exchange market 
operations by the Bank of Canada, as agent 
for the Exchange Fund Account of the Min- 
ister of Finance, continued to be directed at 
moderating fluctuations in the exchange 
rate. Purchases and sales of foreign ex- 
change for this purpose were significantly 
less than in recent years because of the sta- 
bility of the exchange rate during much of 
1983. Foreign exchange holdings in the 
Account were reduced by the net repayment 
of U.S.$392 million in Government of Canada 
foreign currency debt noted earlier. No 
drawings were made under the standby 
credit facilities with Canadian and foreign 
banks in 1983 and at year-end there were no 
outstanding drawings under either facility. 

During the year there were significant 
changes in the composition of Canada’s 
international reserves. One of these changes 
was associated with the SDR905 million in- 
crease in Canada’s quota in the International 
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Exchange Rate 
Spot closing rates, daily 

Cdn. $ in U.S. funds U.S. $in Canada 
.8200 295 
.8100 1.2345 
.8000 1.2500 
.1900 1.2658 


Changes in Official Reserves 
Millions of U.S. dollars, monthly 
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official reserves January 1984 
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Monetary Fund agreed in the Fund’s Eighth 
General Review of Quotas. In December, 
one quarter of this increase was paid in SDRs 
(equivalent to U.S.$235 million) and the bal- 
ance in Canadian dollars. This decline in 
SDR holdings was offset by an equal increase 
in Canada’s reserve position in the IMF. 
Other changes in the composition of re- 
serves reflected purchases of SpDRs with U.S. 
dollars and further modest sales of gold from 





the Account for U.S. dollars. In March the 
Minister of Finance announced an extension 
in the gold sales program of up to a further 

1 million ounces. 

Canada’s holdings of official interna- 
tional reserves were the equivalent of 
U.S.$3,793.2 million at the end of 1982, 
U.S.$4,204.4 million at the end of 1983 and 
U.S.$4,276.5 million at the end of January 
1984. 


35 














ieee ¢ eer” 
mira 
& 
4 


arlene: puttin | 
Ls Sia ira hs AS i Pe ; 
lea At Shey Wrap j ee lane 
ian i pnd — ip, rey : ra .5uka3 ~ a ar) a — he 
Paste my et Mists - ae ns 7 re me = 
¥ a aver! 


Appendix Tables 


37 





esideT wilmadga fh 





APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 





Monthly changes, millions of dollars 


1983 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


1984 


January 


Government 
of Canada 
securities at 


ap il 


654 
728 


297 


Net 
foreign 
currency 


All other 
assets 
(net) 











1,163 — 987 
805 +338 
897 +828 

— 389 
383 A 
131 + 596 

9 +276 
412 ~ 683 
605 = 9 

4 +231 

4 SGP 
284 +232 
922 — 536 
287 = 50 





Note 
circulation 


Canadian dollar deposit liabilities 


Chartered 


banks 


book value assets members 











Other 
CPA 





Government 
of Canada 


Other 











— 1,289 — 106 z 7h —30 
= 3 + 434 a 05 =04 
+ 136 — 649 4 +226 +13 
a = = 8 83 +4] 
+ 546 =i 23 — 308 235 
+ 384 oe Si) + 2B oi) uh) 
2 so = 1% + 43 +1] 
+ 64 = 6) = ~103 +48 
IG = 135 + 89 + 138 = 5 
+ 144 = 4 26 +111 5: 
e228 — 412 + 33 + 65 +39 
+1218 Ss 38 = 237 —41 
+1,444 ~ 1,392 +147 + 9 =13. 
=1,513 nS = £2 +684 ~18 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves and Clearing Balances of Other Directly 
Clearing Members of the Canadian Payments Association 





Millions of dollars unless otherwise indicated 


Chartered bank cash reserves 








Total Average Required Average 
minimum holdings minimum holdings 
cash of statutory Bank of Bank 
requirements coin and of Canada of Canada 
Bank of deposits deposits 
Canada notes 
1983 
January 1-15 4,795 
6,74 2,001 4,741 
16-31 é ; 4,827 
February 1-15 4,575 
6,883 2,356 4,526 
16—28 4,590 
March 1-15 4,284 
6,226 2,013 4,214 
16-31 4,259 
April -15 4,135 
os ; 6,043 1,944 4,099 
16-30 4,157 
M -15 4,190 
x : 6,095 1,950 4,144 
16-31 4,215 
1-15 4,147 
wha 6,123 2,004 4,119 
16-30 4,153 
] 1-15 4,262 
ses 6,283 2,065 4,218 
16-31 4,265 
August 1-15 4,107 
6,156 2,105 4,052 
16-31 4,088 
Septemb 1-1 3,769 
eee 3 5,915 2,167 3,748 
16-30 S/O 
October 1-15 3,628 
5,810 722) B99 
16-31 3,728 
November 1-15 3,581 
5,709 2,191 3,518 
16-30 3,545 
December 1-15 Boul 
5,592 DT 3).3)741 
16-31 3,364 
1984 
an 1-15 3,796 
se als 6,091 2,328 3,762 
16-31 3,795 
Februa 1-15 3,324 
i 6,049 2,765 3,284 


For the period from January | through August 31, 1983, the column indicates the number of reservable days in each averaging period. 
As of September 1983 the method of calculating the average cash reserve holdings of the banks for purposes of meeting the statutory 
reserve requirements was changed. This change involves using a weighted rather than a simple average of daily reserve holdings. For the 
period beginning on September | the column indicates the sum of the weights applicable to the days in each averaging period. (See 
‘Revision to the reserves regulations: Introducing weighted averaging’ Bank of Canada Review, September 1983.) 
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(1) 


Chartered bank cash reserves 


Sum of 
reservable 
day weights 
in period” 


Cumulative 
excess reserves 
at end 

of period 


485 
939 


385 
570 


770 
544 


356 
577 


458 
780 


307 
378 


440 
462 


604 
435 


321 
284 


415 
2,204 


944 
402 


833 
641 


469 
582 


600 


Average excess 
reserve ratios 


.036 
057 


.032 
042 


048 
031 


.025 
.040 


.032 
050 


.020 
.024 


.031 
.033 


.039 
.026 


.015 
014 


.022 
094 


.046 
.020 


042 
032 


025 
024 


029 


Clearing balances of other 
directly clearing members of the 
Canadian Payments Association 


Average holdings 
of Bank of 
Canada deposits 


36 


49 


73 


95 


79 


Number of 
clearing 
days in 
month 


20 


20 


23 


20 


21 


pep 


20 


23 


21 


20 


21 


20 


21 
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APPENDIX TABLE III 


Bank of Canada Advances to Members of the Canadian Payments 
Association and PRA Outstanding with Investment Dealers 





Millions of dollars unless otherwise indicated 





Purchase and Resale Advances to directly clearing 
Advances to chartered banks Agreements non-bank members of the CPA 
Number Average Number Average Number Average 
of days amount of days amount of days amount 
outstanding outstanding” outstanding outstanding” outstanding outstanding” 
1983 
January 1-15 3 45.6 9 267.0 \ 0.1 
16-31 3 DS) 10 25 dl ; 
February 1-15 1 ed 4 89.7 
16-28 1 18.7 9 247.3 bs x 
March 1-15 9 70.8 9 185.7 5 0.6 
16-31 1 24.5 6 Wd: ‘ 
April 1-15 0.4 8 174.6 5 0.3 
16-30 7 0.9 8 210.2 ; 
May 1-15 2 8.1 9 72113 }o 5 0.6 
16-31 3 7.6 8 174.6 j 
June 1-15 3 4.3 ao 88.9 3 03 
16-30 3 Bel 8 164.8 : 
July 1-15 eS) 6 90.6 1 01 
16-31 1 6.9 8 203.7 ; 
August 1-15 2 4.8 7 93.4 5 0.2 
16-31 0.3 8 107.3 ; 
September 1-15 1 3B 5 69.3 3 12 
16-30 2 12.8 6 88.4 : 
October 1-15 - - 6 96.0 5 0.5 
16-31 2 7.4 5 56.8 : 
November 1-15 2 DBRS i 137.4 3 0.6 
16-30 2 3.0 2 DB) ; 
December 1-15 ?} 0.5 3 26.1 5 54 
16-31 3 eS 1 D523 / 
1984 
January 1-15 Tell 5 48.0 5 23 
16-31 | 1.4 8 112.8 
February 1-15 2 DES 7 9.6 





() Advances to chartered banks and Purchase and Resale Agreements with investment dealers summed and divided by number of reservable 
days in the averaging period. 


°) Advances to non-bank members of the Canadian Payments Association summed and divided by number of clearing days in the month. 
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APPENDIX TABLE IV 


Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 





Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 











Trey honk en Bankers Total” ~~ Securities: 
bills 3 years 3-5 5-10 Over acceptances”) of bills, under 
and under years years 10 years bonds and PRA 
bankers’ 
acceptances 
eee ek ee ee ee eee SS Se 

1983 

January + 236.6 te All = 35) = Ill - - + 236.6 + 288.0 
February — 394.4 - _ - - ~ — 394.4 — 24.4 
March =O.) - - - ~ - me ©: 0) — 263.6 
April + 50.0 - - - ~ - ae). 0) ap OU 
May — 30.0 ap Gilles) - = als - - 3010 ame 00) be) 
June ar. ists: - - - - - ar Asin: =iIQikS 
July - - - - ~ - - ae OW 
August a AG = - - _ ~ ae s+ HU 
September S120 - - - - - al 2n0) + 274.0 
October “t= 250) ip PS. - = DAV ~ - +255.0 = YAY 
November + 100.0 + 345.7 =1102:0"" “200.72 = 43.0 - + 100.0 DOL 
December — 260.0 sp INI SEUF9e = 84 7s 16:5 ~ — 260.0 + 168.6 
Total SSIS op 12304 1310.08 259.5 = IIo, ap LD 
1984 

January ~ + 117.0 — 100.0 - lin0 - ~ = es 





(1) Classified by years to maturity at time of transactions. 
2) Includes maturing bankers’ acceptances. 
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APPENDIX TABLE IV (Continued) 


Bank of Canada Net Transactions in Government of Canada Securities 
and Bankers’ Acceptances 





Delivered basis, par value in millions of dollars 








Net transactions with government and other client accounts Net change in holdings of Government of Canada 
securities and bankers’ acceptances 

Purchases (+) Net purchases from (+) 

of new issues or net sales to (—) Bills Bonds Bankers’ Total 

less matured government accounts acceptances 

holdings and client accounts 

Bills Bonds Bills Bonds 














+ 533.0 = — 397.2 + 0.9 + 649.4 + 11.9 = + 661.3 
+ 208.0 + 74.5 — 621.0 +15.7 — 843.9 + 102.3 = — 741.6 
+ 881.6 —- 173.2 — $82.6 + 2.5 — 17.5 — 193.8 : — 211.3 
+ 327.1 + 300.0 — 364.8 + 11 + 12.3 + 301.1 = + 313.4 
+ 825.1 + 63.8 — 410.5 — 10.5 + 478.1 + 61.3 2 + 539.4 
+ 488.2 + 250.0 — 677.3 + 1.5 204.3 + 243.5 - + 39.2 
+ 219.0 + 200.0 — 329.4 + 0.3 ~ 110.4 + 200.3 - + 89.9 
+ 84.2 + 150.0 — 298.6 — 0.3 ~213.4 + 149.7 - — 63.7 
+ 452.0 + 201.6 — 323.4 - 0.2 + 290.6 + 201.4 = + 492.0 
+ 1816 + 139.7 — 320.6 + 0.1 — 158.0 + 139.8 - — 18.2 
+ 42.9 + 150.0 — 242.9 — 2.0 - 41.1 + 148.0 = + 106.9 
$1,055.77 = 50.3 = 472.4 = 7.0 +491.9 uS73 el + 434.6 
+5,298.4 +1,306.1 — 5,040.7 + 2.1 + 333.7 +1,308.2 == + 1,641.9 
+ 292.4 = — 377.6 — 2.4 — 312.7 - 24 ~ — 315.1 
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APPENDIX TABLE V 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements . 








Date in Issues offered/ Term to Yield to Millions of dollars par value 
1983 retired maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars — direct and guaranteed 
Feb. 1 814% Feb. 1, 1983 575) 
10'4% Feb. 1, 1983 250?) 
974% Dec. 15, 1985 2 yrs. 10% mos. ETE) 200 
10%4% Feb. 1, 1988 5 yrs. 10.25 350 
111%4% Feb. 1, 1993 10 yrs. ii) 225) 500 
1134% Feb. 1, 2003 20 yrs. 12.05 250°) 
1,300 
Feb. 14 1624) 
Reba 22 10% Mar. 15, 1986 3 yrs. 21 days 10.19 200 
10'2% Mar. 15, 1988 5 yrs. 21 days 10.63 300 
500 
Mar. 15 11%% Mar. 15, 1983 400°) 
1334% Mar. 15, 1983 300 
10% Mar. 15, 1986 3 yrs. 10.12 100” 
10'’%2% Mar. 15, 1988 5 yrs. 10.50 150°) 
114% Feb. 1, 1993 9 yrs. 10% mos. 11.20 450) 
700 
ADE. te o2i, 10% Mar. 15, 1986 2 yrs. 10% mos.4days 10.00 12590 
10%4% Feb. 1, 1988 4 yrs. 9 mos. 4 days 10.31 1500 
11%4% Feb. 1, 1993 9 yrs. 9 mos. 4 days 11.20 600°”) 
1134% Feb. 1, 2003 19 yrs. 9 mos. 4 days 11.88 DTS) 
1,150 
May 15 84% May 15, 1983 950") 
934% Dec. 15, 1985 2 yrs. 7 mos. 9.75 755) 
104% Oct. 1, 1989 6 yrs. 44% mos. 10.44 APSO) 
1034% May 1, 1993 9 yrs. 11% mos. 10.75 650 
114%4% Dec. 15, 2002 19 yrs. 7 mos. 11.28 400"7) 
1,400 
June 6 914% June 6, 1985 2 yrs. 9.47 300 
Jiunewae.)! 10'2% Oct. 1, 1989 6 yrs. 3 mos. 10 days 10.44 1508) 
10%4% May 1, 1993 9 yrs. 10 mos. 10 days 10.87 400) 
1134% Feb. 1, 2003 19 yrs. 7 mos. 10 days 11.68 2502 
800 
July 12 10'2% Mar. 15, 1988 4 yrs. 8 mos. 3 days 10.70 Ne), 
1034% Sept. 1, 1990 7 yrs. 1 mo. 20 days 11.00 100 
114%4% Feb. 1, 1993 9 yrs. 6 mos. 20 days 11.42 30022) 
1134% Feb. 1, 2003 19 yrs. 6 mos. 20 days 11.98 22523) 
800 
Aug. 1 Lio Decal. 1987 4 yrs. 44% mos. 11.00 100°) 
1134% Dec. 15, 1992 9 yrs. 4% mos. las 3002) 
12%% Sept. 1, 2005 22 yrs. 1 mo. 12.21 250 
650 
Sept. 1 414% Sept. 1, 1983 1,993°26) 
(Continued) 
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APPENDIX TABLE V (Continued) 


Government of Canada Direct and Guaranteed Marketable Securities”: 
New Issues and Retirements 
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* Date in Issues offered/ Term to Yield to Millions of dollars par value 
1983 retired maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars — direct and guaranteed 
Sept. 1 11% Dec. 15, 1987 4 yrs. 3% mos. 11.06 3502” 
1134% Dec. 15, 1992 9 yrs. 3% mos. 11.79 6508) 
12'%4% Sept. 1, 2005 22 yrs. 12.28 500°) 
1,500 
Sept. 6 10'2% Sept. 6, 1985 2 yrs. 10.67 300 
Seo, 7 11.44% Dec. 15, 1989 6 yrs. 2 mos. 18 days 11.41 DD So) 
1134% Oct. 15, 1993 10 yrs. 18 days 11.83 225 
12'4% Sept. 1, 2005 21 yrs. 11 mos. 4 days 12.35 2508) 
700 
Oct. 15 16% Oct. 15, 1983 52) 
1834% Oct. 15, 1983 100°?) 
10% Mar. 15, 1986 2 yrs. 5 mos. 10.11 1004) 
10%4% Oct. 15, 1988 5 yrs. 10.82 200 
113%4% Oct. 15, 1993 10 yrs. Vilea) 300°) 
12% Mar. 1, 2005 21 yrs. 444 mos. 12.16 250 
850 
Nov. 8 10% Mar. 15, 1986 2 yrs. 4 mos. 7 days 10.04 100°° 
1074% Oct. 15, 1988 4 yrs. 11 mos. 7 days 10.81 Ie”: 
114%4% Dec. 15, 1993 10 yrs. 1 mo. 7 days 11.54 200 
12% Mar. 1, 2005 21 yrs. 3 mos. 23 days 12.16 PISCE 
700 
Dec. 6 974% Dec. 6, 1985 2 yrs. 9.94 350 
Dee, ils 9% Dec. 15, 1983 350°) 
12¥%4% Dec. 15, 1983 PSE 
134%4% Dec. 15, 1983 200% 
10% Dec. 15, 1986 3 yrs. 10.20 100 
10%4% Oct. 15, 1988 4 yrs. 10 mos. 10.81 250) 
112% Dec. 15, 1993 10 yrs. 11.63 Biss) 
12% Mar. 1, 2005 21 yrs. 2% mos. 12.16 Das) 
1,000 
Dec. 16 6(45) 
Total bonds payable in Canadian dollars 13,000 5,636 
Total treasury bills* 98,575 85,275 
Issues payable in foreign currencies — direct 
Apr. 1 309149) 
Apr. 15 147) 
May 20 299148) 
Oct. 15 493149) 
1°47) 
Oct. 27 U.S. $500 million 107”s% notes 
due October 27, 1988 5 yrs. 6169 
Total notes and bonds payable in foreign currencies 616 1,103 


(Continued) 





(10) 
(11) 
(12) 
(13) 
(14) 
(1S) 
(16) 
(17) 
(18) 
(19) 
(20) 
(21) 
(22) 
(23) 
(24) 
(25) 
(26) 
(27) 
(28) 
(29) 
(30) 
(31) 
(32) 
(33) 
(34) 
(35) 
(36) 
(37) 
(38) 
(39) 
(40) 
(41) 
(42) 
(43) 
(44) 
(45) 
(46) 
(47) 
(48) 
(49) 
(50) 


Includes 21-day, three-month, six-month and one-year treasury bills. 

Maturity of 8%% bonds issued February 1, 1978 and April 1, 1978. 

Maturity of 10'2% bonds issued August 1, 1980. 

In addition to $1,700 million 1134% bonds due February 1, 2003 already outstanding. 
Cancellation of $29.3 million 914% June 15, 1994 bonds, $25.5 million 10% October 1, 1995 bonds, $24.0 million 94% 
May 15, 1997 bonds, $14.5 million 9% October 15, 1999 bonds, $12.5 million 934% December 15, 2000 bonds, $32.5 
million 9'2% October 1, 2001 bonds, $6.0 million 894% February 1, 2002 bonds, $18.0 million 914% October 1, 2003 bonds 
by Purchase Fund. 

Maturity of 114% bonds issued June 1, 1980. 

Maturity of 1334% bonds issued March 31, 1980 and May 1, 1980. 

In addition to $200 million 10% bonds due March 15, 1986 already outstanding. 

In addition to $300 million 10’2% bonds due March 15, 1988 already outstanding. 

In addition to $500 million 114% bonds due February 1, 1993 already outstanding. 

In addition to $300 million 10% bonds due March 15, 1986 already outstanding. 

In addition to $350 million 10%% bonds due February 1, 1988 already outstanding. 

In addition to $950 million 114% bonds due February 1, 1993 already outstanding. 

In addition to $1,950 million 1134% bonds due February 1, 2003 already outstanding. 
Maturity of 894% bonds issued May 15, 1978, July 1, 1978 and August 15, 1978. 

In addition to $200 million 934% bonds due December 15, 1985 already outstanding. 

In addition to $350 million 102% bonds due October 1, 1989 already outstanding. 

In addition to $1,225 million 11%% bonds due December 15, 2002 already outstanding. 
In addition to $625 million 102% bonds due October 1, 1989 already outstanding. 

In addition to $650 million 104% bonds due May 1, 1993 already outstanding. 

In addition to $2,225 million 1134% bonds due February 1, 2003 already outstanding. 
In addition to $450 million 10'2% bonds due March 15, 1988 already outstanding. 

In addition to $1,550 million 11%% bonds due February 1, 1993 already outstanding. 
In addition to $2,475 million 114% bonds due February 1, 2003 already outstanding. 
In addition to $325 million 11% bonds due December 15, 1987 already outstanding. 

In addition to $1,100 million 1174% bonds due December 15, 1992 already outstanding. 
Maturity of 442% bonds issued September 1, 1958. 

In addition to $425 million 11% bonds due December 15, 1987 already outstanding. 

In addition to $1,400 million 1134% bonds due December 15, 1992 already outstanding. 
In addition to $250 million 12%% bonds due September 1, 2005 already outstanding. 
In addition to $450 million 11%4% bonds due December 15, 1989 already outstanding. 
In addition to $750 million 12%% bonds due September 1, 2005 already outstanding. 
Maturity of 16% bonds issued July 1, 1981. 

Maturity of 18°4% bonds issued October 15, 1981. 

In addition to $425 million 10% bonds due March 15, 1986 already outstanding. 

In addition to $225 million 1134% bonds due October 15, 1993 already outstanding. 

In addition to $525 million 10% bonds due March 15, 1986 already outstanding. 

In addition to $200 million 1034% bonds due October 15, 1988 already outstanding. 

In addition to $250 million 12% bonds due March 1, 2005 already outstanding. 
Maturity of 9% bonds issued October 1, 1978. 

Maturity of 1234% bonds issued February 1, 1981. 

Maturity of 13’%4% bonds issued December 1, 1980. 

In addition to $375 million 10374% bonds due October 15, 1988 already outstanding. 

In addition to $200 million 11'12% bonds due December 15, 1993 already outstanding. 
In addition to $475 million 12% bonds due March 1, 2005 already outstanding. 
Cancellation of guaranteed debt by Purchase Funds. 

Maturity of U.S.$250 million 8% bonds issued April 1, 1978. 

Partial redemption at par of U.S. pay 5% bonds due October 15, 1987 for Sinking Fund. 
Maturity of DM600 million 434% notes issued May 20, 1978. 

Maturity of U.S.$400 million 9% bonds issued October 15, 1978. 

Issued in the Euro-U.S. market. 
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BANK OF CANADA Statement of Revenue and Expense 





Year Ended December 31, 1983 


(with comparative figures for 1982) 


REVENUE 


Revenue from investments and other sources 
after deducting interest of $2,493 ($5,129 in 


PP SZ pataOlnaePOSitSarkrc incr wc rdeee nannies 


EXPENSE 


Sa Arle SUD Me eee chy ae eee EO nice adamvectannes 


Contributions to pension and insurance funds"? 


Othetmstattiexpenses {arson aera ee see eae 
Ine CLONS Ce Sarena tea re en i een ar eeasee ee 
ZAUCILORSMECe STAN GICXPENSC SHEE ete EEE een EE eT er EEe 
Vaxes-amunicipalandl business a.nwae ce ee 
Bankgn@teicostsia wmnsnmeriare wcceaeseiaer oniccnaticuacce 
Data processing and computer costs .............. 


Maintenance of premises and equipment — net®? 


Enintin sro mpublicationsme yee arene ater tte 
Ofhempnintingsandistationenvareeaanene eee te 
Rostagerandiexphes San seme tec nearer 
elecomimunicatlonsmenc naeteneencet ne nee 


Depreciation on buildings and equipment ........ 


NET REVENUE PAID TO 


RECEIVER GENERAL FOR CANADA ....... 





1983 


(thousands of dollars) 


$1,861,559 


$ 47,588 
6,033 
IES 9) 

87 
SIL 
6,535 
27,086 
4,687 
8,790 
563 
16532 
1,607 
1,574 
1,524 
1,005 


110,459 


6,899 


117,358 


$1,744,201 


1982 


$1,986,072 


$ 42,858 
37) 
1,682 

98 
297 
6,100 
Pye See 
4,669 
8,372 
591 
1,387 
1,400 
E358 
1,405 
968 


101,881 


D/A 


107,598 


$1,878,474 


‘l) Salaries, including overtime, and related contributions to pension and insurance funds for bank staff other than those engaged in building 
maintenance. The number of employee years worked by such staff (including temporary, part-time and overtime work) was 2,078 in 1983 


compared with 2,015 in 1982. 


'2) Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 


(3) Includes all building maintenance costs (including staff costs) but net of rental income. 


(See accompanying notes to the financial statements) 
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BANK OF CANADA Statement of Assets and Liabilities 


as at December 31, 1983 
(with comparative figures for 1982) 





ASSETS 1983 
(thousands of dollars) 


Deposits payable in foreign currencies: 


LO pasa Wperalo) | Ee cn osha geen eAN Rar Mn CUSERHU Ai Gdcnno se Abr Cocme renee eamanaeneas $ 305,045 
Other Curren Cie s pacer eoreanee eae oes aici estes dee oeie sera Geet ehe secant etaseretes 4,068 
309,113 

Advances to members of the Canadian Payments Association ..................... 25,000 


Investments — at amortized values (Note 2): 
reasury illsroh Ganadaemeeenes taraceec cece sera cena ne ccm ame tac cee es 2,762,816 
Other securities issued or guaranteed by 


Canada matunringawithinuthneeaycarsmenaeen ca ercee esscecee ee eee ener ee eeen er 4,575,975 

Other securities issued or guaranteed by 
Ganadanotematunincawithinnunneeny Cals myer en mene ereteeet err cree reretrr crt 9,687,675 
OthersinvestinentSmaaseeren tte eae eee cree cee nctnmmeeteemereneneene aces 274,070 
17,300,536 


Bank premises: 
Land, buildings and equipment, at cost 


lesshaccumulatededepreciationwerarersceeasater ner caer tte een rece os eeteee 85,420 
Cheques drawn on other members of the Canadian Payments Association ..... DD OKG25 
Accrued interest on investments ..................0.c cece eee e cence ee eee ee ee eee eeeaeeeas 431,505 


Collections and payments in process of settlement: 


Governmentof. Ganada(nel) pre eee eae etree tas Gare noe ee ece ene ieee SII 
QOUNER ASS ets Hao ae OUST oe ore Na ee Ae OE TARE RO Se eee 5,742 
$20,680,512 


(See accompanying notes to the financial statements) 


1982 


$ 259,438 


4,427 
263,865 


143,000 


2,426,499 


4,696,898 


8,247,778 


1,240,867 


16,612,042 


82,210 
1,635,404 


387,644 


283,778 
14,964 


$19,422,907 
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LIABILITIES 1983 1982 
(thousands of dollars) 
Capital paid apie wes eskedatnsuerekactscet era ane eee Pacis mee oat REE $ 5,000 $ 5,000 
JA CONTIA TT Ti Ite Rae eres Sener eee ee ele ECan aeD 0 Ae Te OEY Macc heen 25,000 25,000 
Notes tint Circulation jcc.cncccemne Cone ea eee oA a aE Es oe ae 14,163,088 12,718,781 
Deposits: 
Government.ols@anad deren cone tee aes tes eerie ae ee nee Bee eee 90,407 81,016 
Ghanteredibankseecacmcrtte co hci rece rena en es ya meee etetant ete ce temo nae 3,446,392 4,838,438 
Other members of the Canadian 
RayvMentSeASSOCIALION were rar nrateer tenet re eee CR a mene ne reer ere 146,805 — 
COLNE TRAE POSTS: Per ese ce ee ieee AC ee ee OE RCTE: 149,459 162,585 
3,833,063 5,082,039 
Liabilities payable in foreign currencies: 
GovernmentzomCana damper reece eee ea Rote ere ae eee ne 82,925 80,608 
(DTG NXE GLA Sea eat i ol te ae eter NRE EEE, MR Met ark tn oan MORO A ¢ 1, a On. ee en 24 147 
82,949 80,755 
Bank of Canada cheques outstanding .......................0c ccc cecec eee eeeeeeeeeeenes 2,566,286 1,506,187 
Othersliabilities retro toc eeecee cee a iene ae sitoans acres Manet Eee ee ee 5,126 5,145 
$20,680,512 $19,422,907 
Governor, G. K. BOUEY Chief Accountant, A. C. LAMB 


Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 1983 
and the statement of revenue and expense for the year then ended. Our examination was made in 
accordance with generally accepted auditing standards, and accordingly included such tests and other 
procedures as we considered necessary in the circumstances. 

In our opinion, these financial statements present fairly the financial position of the Bank as at 
December 31, 1983 and the results of its operations for the year then ended in accordance with the 
accompanying summary of significant accounting policies, applied on a basis consistent with that of the 
preceding year. 


RAYMOND, CHABOT, MARTIN, PARE & ASSOCIES CLARKSON GORDON 
Ottawa, Canada, January 13, 1984 
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BANK OF CANADA Notes to the Financial Statements 
December 31, 1983 


1. Significant Accounting Policies 


The financial statements have been prepared within the framework of the 
accounting policies summarized below. 


a. Form of Presentation 


The form of the statement of assets and liabilities meets 
the requirements of the Bank of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been accounted for on the 
accrual basis. 


c. Investments 
In accordance with the requirements of the Bank of 
Canada Act, these assets have been recorded at their 
cost adjusted for amortization of purchase discounts and 
premiums. The amortization as well as gains and losses 
on disposition have been included in income. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies have been 
translated to Canadian dollars at the rates of exchange 
prevailing at the year-end. 


e. Depreciation 


Depreciation has been recorded at the following annual 
rates applied on the declining balance method: 
Buildings 5% 
Equipment 20% 


2. Investments 


Included in investments are securities of the Government of Canada totalling 
$220,587,546.00 (nil in 1982) held under Purchase and Resale Agreements. 
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Board of Directors 


G. K. BOUEY 


R. W. LAWSON 


J. GLARRY. 


Jo He DIGCKEY. 
E. H. FINN 
J. H. FRASER 


S. KANEE 


C. LEBON 

A. A. LEBOUTHILLIER 
J. R. LONGSTAFFE 

J. S. PALMER 


MME Y. LEFEBVRE-RICHARD 


J. A. STACK 


M. WOODWARD 


Ex-officio 
M. A. COHEN 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


TORONTO, ONT. 
Member of the Executive Committee 


HALIFAX, N.S. 
OTTAWA, ONT. 
CHARLOTTETOWN, PEL 


WINNIPEG, MAN. 
Member of the Executive Committee 


QUEBEC, QUE. 
CARAQUET, N.B. 
VANCOUVER, B.C. 
CALGARYAALTA: 


MONTREAL, QUE. 
Member of the Executive Committee 


SASKATOON, SASK. 
Member of the Executive Committee 


GOOSE BAY, NFLD. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Principal Officers 





G. K. BOUEY, Governor 
R. W. Lawson, Senior Deputy Governor 


A. JUBINVILLE, Deputy Governor J. W. Crow, Deputy Governor 
J. N. R. Witson, Adviser J. BussiIERES, Adviser 
W. A. McKay, Adviser G. G. THIESSEN, Adviser 
S. VACHON, Adviser J. S. ROBERTS, Associate Adviser 
J. CLEMENT, Associate Adviser T. E. NoEL, Secretary 


Securities Department 
F. FAurE, Chief 


V. O’REGAN, Deputy Chief I. D. CLUNIE, Securities Adviser 
S. L. Harris, Securities Adviser N. CLOSE, Securities Adviser 
J. F. DINGLE, Securities Adviser ® 


Research Department 
W.R. WHITE, Chief 
J.-P. AuBRyY, Deputy Chief 
Department of Monetary and Financial Analysis 
C. FREEDMAN, Chief 
W. P. JENKINS, Deputy Chief 
International Department 
W. E. ALEXANDER, Chief 
R. F. S. JARRETT, Chief, Foreign Exchange Operations 
K. J. CLINTON, Research Adviser D. J. POWELL, Research Adviser 
Department of Banking Operations 
D. G. M. BENNETT, Chief 


C. A. St. Louis, Deputy Chief W.R. MELBOURN, Deputy Chief 
G. B. May, Banking Operations Adviser E. W. CHINN, Banking Operations Adviser 
Public Debt Department 
G. M. PIKE, Chief 
Secretary’s Department 
T. E. NoEL, Secretary 
R. L. FLETT, Associate Secretary H. A. D. Scott, Special Adviser 


Computer Services Department 
J. M. McCorMack, Chief 
D. W. MAcDONALD, Associate Chief 
Personnel Department 
J. E. H. CONDER, Chief 


Department of Premises Management 
R. H. OsBorn_E, Chief 
K. W. KAINE, Deputy Chief 
Comptroller’s Department 
A. C. Lams, Comptroller and Chief Accountant 
C. J. STEPHENSON, Deputy Comptroller 
Audit Department 


J. M. E. Morin, Auditor 
M. Muzyka, Deputy Auditor 





‘) Also Chairman of the Board of Directors of the Canadian Payments Association 
2) On leave of absence as Interim General Manager of the Canadian Payments Association 
3) Also Alternate Chairman of the Board of the Canadian Payments Association 
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Regional Representatives and Agencies 


Securities Department 
TORONTO  D. R. CAMERON, Chief, Toronto Division 
MONTREAL _ J. CLEMENT, Chief, Montreal Division 
VANCOUVER E. F. TIMM, Representative 
EDMONTON _A.G. KEITH, Representative 


International Department 


TORONTO _ D. R. STEPHENSON, Foreign Exchange Adviser 
MONTREAL _ G. HooisA, Foreign Exchange Representative 


Department of Banking Operations 
HALIFAX  R. E. BURGESS, Agent 
SAINT JOHN, N.B. K. T. MCGILL, Agent 
MONTREAL _R. MARCOTTE, Agent 
J. G. M. SABOURIN, Assistant Agent 
OTTAWA _R. DUPONT, Agent 


TORONTO C.R. TOUSAW, Agent and 
Banking Operations Adviser 
G. R. STOCKFORD, Deputy Agent 
C. P. DESAUTELS, Assistant Agent 
WINNIPEG’ A. H. POTTER, Agent 
REGINA G.L. PAGE, Agent 
CALGARY R.E. A. ROBERTSON, Agent 
VANCOUVER G.H. SMITH, Agent 
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